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ABSTRACT 


This study has three objectives: first, to 
examine the course of monetary policy in Egypt between 
1947 and 1967 within the context of the increasing 
socialization of the Egyptian economy; second, to 
examine the way in which monetary policy may be able 
to influence long run growth through the effect of 
monetary variables on saving; third, to use one 
version of the Andersen-Carlson monetarist model to 
assess the extent to which monetary policy during 
the period permitted the maximum rate of growth in 
real income, given Egypt's real resources. 


The findings can be briefly summarized. 
Changes in banking institutions during the period 
resulted in the monetary authority becoming able 
to achieve a high degree of control over both the 
supply of monev and the allocation of credit in the 
economy. This was accomplished by acquiring the 
power to set interest rates and credit ceilings. 
The analysis of savings in Egypt shows that income 
is the primary determinant of saving; prices and 
interest rates were not in general statistically 
significant. The permanent income hypothesis does 
not improve the fit in Egypt's case. 


The Andersen-Carlson model proved to be a 
good predictor of changes in income, real income, 
and the price level when tested with 1956 to 1967 
data. Two alternative money supply policies were 
simulated with the model, and it was concluded that 
a more rapid rate of increase in the money supply 
during the late nineteen fifties would have led to 
a higher rate of growth of real income. 
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INTRODUCTION 


Until recently, eee berate on development has tended to 
omit the study of monetary policy and of financial institutions 
generally in favour of fiscal policy and planning. However, during 
the past ten years some ean? Ce have been published on the 
monetary systems of several upderdeyeloned countries. A number of 
po ieeacnede have emerged between the monetary institutions of the 
developing countries and those of developed countries which have 
been modelled on British or American institutions... .In particular, 
the experience of most underdeveloped countries has indicated the 
need for additional instruments of monetary control to be available 
to the central bank over and above the traditional ones of British 
or American Bee rye These instruments tend to ieee direct 
control Bret bank portfolios, lead to greater dependence on the 
Central Bank for bank liquidity, and to the neglect of the rate of 
interest as an indicator. In consequence, more emphasis is placed 
on the stock of money, both as a policy variable and as an indicator. 

The present study concentrates upon an analysis of Egyptian 
monetary experience during the period 1952-1967, with particular 
emphasis upon the influence of monetary variables on the rate of 
saving and on income. The basic premise underlying this study is 
ane of the modern quantity theory. The rate of growth of real 


income in the long run is seen as a function of real variables, 
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i. e., of changes in the stock of capital, the supply of labour, 
technology, and entrepreneurial ability. In a country such as 
Egypt, which is over-populated Pee to its natural resources, 
the major factor constraining the rate of long run growth is the 
rate of real capital formation, in turn dependent on the rate of 
real saving. In the short run, changes in ne stock of money. are 
viewed as exerting a strong influence on the rate of growth ei 
income, initially oo real income; then, as full capacity output. 

2s reached , on prices. Short run changes in real and nominal income 
are the major determinants of the rate of saving, which in turn 
governs the long run rate of growth of real fend: From the stand- 
point of monetary policy, the intention of the monetary authority 

. Should be to so adjust the money stock as to maximize real income 

in the short run, and hence maximize the rate of real saving. - 

After a brief description in Chapter ets the Egyptian 
economy during the period, Egyptian financial institutions are 
discussed in Chapter II with emphasis upon the changes made as the 
period progressed. These changes were claimed by the government 
to have improved the allocation of financial resources; an attempt 
is made to evaluate this claim, although it is somewhat difficult 
to reach firm conclusions due to the paucity of data. The monetary 
policy followed by the Egyptian government between 1952 and 1967 is 
discussed in Chapter III. Chapter IV develops statistics on savings 
in Egypt, and tests several hypotheses concerning the form of the 
savings function. tt is found that saving is insensitive to changes 


in the rate of interest, and that the marginal propensity to save out 
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of real income is relatively high and exceeds the average propensity 
to Bete -In Chapter V a monetary model is developed and tested, 

and an alternative monetary policy simulated. It is found that the 
model is a good predictor of short and medium eet nominal and real 
income. It is concluded that Egyptian monetary policy should aim 
at maximizing real income in the short run, if necessary Mises ten 
yaa of some upward movement in prices. Because of the high 
Marginal savings rate, such a policy would work toward the maxim- 


ization of long run growth. Chapter VI consists of a brief summary 


and conclusions. 


eos Gots Lemtnon axed matin Bie’ be acide seri tas 
mie Biwode yorlog pusssnom aBhigyse dadt Bs bath | 
edt da yxsasssen ti ata diode add ak see, laot priya 
fgtd sit to sibieiaes aot ist jnsmavon bakes — 
~wheney. wid Haawot diow Siew Yotler a sour voter saab 


ddvong nk phot to 
‘he . 


yuna ‘tetet 2 to efafaaoo TV <e%cand 


CHAPTER I 
THE EGYPTIAN ECONOMY, 1952-1967 


| Like many other underdeveloped countries, Egypt is faced 
with problems of a large and rapidly growing population pressing 
against an agricultural resource base which is Limited and in- 
capable of expansion except at very high marginal cost. Productivity 
per unit of land in the fertile Nile Delta is among the highest in 
the world, so there is relatively little scope for increasing 
agricultural production by pursuing more capital-intensive techniques. 
Adding to arable acreage through irrigation projects is immensely 
costly, although such integrated schemes as the Aswan Dam provide 
electric power as a by=product, which may justify their cost. Ever 
Since the Revolution, therefore, Egypt has attempted rapidly to ex- 
pand its ratory sector in order to achieve three objectives: 
to provide employment for its growing population, to improve its 
balance of trade by developing import substitutes and industrial 
exports, and to maintain a position of military strength thus en- 
hancing its political position in the Middle East. Numerous 
developing countries have seen in industrialization the main impetus 
to economic development, particularly since the theory of un- 
balanced growth became popular in the middle nineteen fifties.~ 
PM ee ee ek a eer oa ee 
vthe theory of unbalanced growth, due originally to Albert 


O. Hirschman, claims that development should proceed through a series 
of deliberately created disequilibria which, in the process of being 
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The Egyptian programme of development is particularly interesting 
for at least three reasons: first, because it has achieved a 
measure of success in realizing the pe and third objectives 
mentioned above; second, because of the degree of structural 

| change that Bas been achieved within a relatively short period of 
time; and third, because of the role of the Egyptian financial 
system in maintaining a high rate of growth without an inordinate 
degree of inflation. This chapter will consist of a brief dis- 
cussion of the changing structure of the Egyptian economy since 


the Revolution in 1952. 


Egypt's Economy in 1952 


Egypt was typical of many underdeveloped countries midway 
through the twentieth century; over-—populated in relation to arable 
land, a low per capita income of about £ET2 (see Table 1), and a 
highly unequal distribution of land ownership and income. Although 


considerable progress had been made during the first half of the 


corrected, lead to other disequilibria. Scarce entrepreneurial and 
capital resources should be concentrated in certain strategic 
industries, which through the operation of forward and backward link- 
ages induce the creation of other firms and industries. Advocates of 
unbalanced growth argue that investment should be concentrated in 
industry rather than in agriculture because of the weak linkages in- 
herent in the agricultural production function. See Albert 0. 
Hirschman, The Strategy of Economic Development (New Haven: Yale 
University Press, 1958). The theory has much in common with the 
Schumpeterian clustering of innovations and, like the latter, 
implies that periods of inflationary pressures are characteristic 
of development. Joseph A. Schumpeter, Theory of Economic 
Development, (New York: Oxford University Press, 1961), pp. 65-68, 
228-32. 

io 

This is not to deny that the rapid growth of the labour 
force remains a continuing problem. See p. 22. 
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century in terms of literacy and other indices of social welfare, 
there was little advance in real per capita income. The average 
annual rate of growth of national income since 1900 has been about 
1s per cent, not enough to keep real income per capita constant. 
Moreover , with the exception of the period during the Korean War, 
the movement in Egypt's terms of trade was adverse and so depressed 
ayerage real income below average real eae 

In spite of an increasing interest in economic development 
on the part of the government since the end of the second World War, 
. goyernment inyolyement tended to be in the form of public works 
projects such as roads, electric power stations, and the like. On 
the eye of the reyolution, the private sector accounted for 84 per 
..cent of GNP and employed 92 per cent of the labour force.” Egypt 
reyntata an oyerwhelmingly agrarian economy; although considerable 
progress had been made in expanding the industrial sector, it 
still accounted for less than 14 per cent of Gross Domestic Product 
andieven this pense is inflated by the high level of protection 
given industry. (See Table 2). Foreign participation’ in the 
national economy was high, particularly in such sectors as finance. 


In July, 1952, a group of army officers under Colonel Abdel 


Ror brief discussions of the effects of the terms of trade 
on Egyptian national income, see Patrick O'Brien, The Revolution in 


Egypt's Economic System: From Private Enterprise to Socialism, 
1952-1965 (London; Oxford University Press, 1966), pp. 2-3, and 


Donald Mead, Growth and Structural Change in the Egyptian Economy 
(Homewood, Illinois: Richard D. Irwin Inc., 1967), pp. 47-48. 


“o'Brien, The Revolution in Egypt's Economic System, p. 63. 


3 
See Chapter II, pp. 36-38. 
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TABLE 1 


NATIONAL AND PER CAPTTA INCOME 
CURRENT. AND CONSTANT PRICES 
1952-1953 TO 1966-1967 


NATIONAL INCOME PER CAPITA INCOME 
. GE Millions) (£5) 
|  WYecal Year Prices Prices Prices i Prices 
Pe. | 

Or 195e-63°" | 806.0 37.1 | 37.1 
1953-54 .0 871.0 28.0906 | Se 33972 
1954-55 Ware 930.0 40.3 | 40.8 
1955-56 0 881.0 41.3 ST. 1 
1956-57 2073). 897.0 eae | Sino 
1957-58 .0 959.0 6.2 39.9 
1958-59 0 985.0 46.3 39.4 
1959-60 .2 1091.0 50.2 42.6 
1960-61 uS 1139.0 51.9 43.3 
1961-62 sal 1190.0 pes, 4h 2 
1962-63 nae 1324.0 56.6 We48.0 
1963-6) ae SANE 61.3 49.9 
1964-65 .0 1480.0 67.6 50.7 
1965-66 a 1545.0 70.8 51.5 
1966-67 Fe 1550.8 Te T 50.7 


Source: Central Bank of Egypt, Economic Review, Vol. VIII, 
Nos. 3 and 4, 1968. | . 
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Nasser seized power in a coup d'etat, brought about in part by 
the worsening economic situation and by the apparent corruption of 
the old regime. The group appeared to subscribe to no particular 
economic ideology; in fact, public statements made by the leaders 
soon after taking power seemed calculated to allay any fears that 
might have been felt concerning their Titartfone. Between 1952 
and 1956, the government continued to emphasize the role of the 
private sector. Although a four year plan calling for a much 
greater degree of public inyestment was formulated in 1953, it 
consisted mainly of social overhead projects usually left to the 
government in any case. Beginning in 1956, however, the area tey 
of Egypt's government moyed sharply to the left both economically 
and politically.” Sequestration of foreign property, followed by 
nationalization of much of the private sector and a much greater 
emphasis on planning has culminated in Egypt's becoming a socialist 
state. Much of industry, transport, finance and foreign trade is 
concentrated in the hands of the government, and the government 
budget accounts for well oyer 60 per cent of GNP. High direct 
taxation, effective agrarian reform, and the fixing of maximum 
salaries haye brought a much greater degree of income equality. 


Egypt's Sdonanie problems, however, still remain considerable, 


Teena 


uf 
O'Brien, The Revolution in Egypt's Economic System, p. 68. 


O'Brien's book provides an excellent discussion and documentation 
of the evolution of the Egyptian government's economic philosophy 
after 1952. 


| 
2 2 
For a more detailed discussion of the causes underlying 
this change in thinking, see Charles Issawi, Egypt in Revolution: 
An Feonomic Analysis (London; Oxford University Press, 1963), 
pp. 51-60.. 
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not the least of which is its precarious financial position re- 


sulting from the very large foreign indebtedness it has incurred. 


Agriculture 


The proportion of national income contributed by the agri- 
cultural sector has fallen considerably from nearly 50 per cent 
in the early nineteen thirties. However, in 1967 agriculture still 
accounted for 28 per cent of gross domestic eeCaee and for nearly 
80 per cent of Egypt's foreign exchange earnings. Cotton is the 
most important crop, providing some 75 per cent of exports, 
directly and indirectly. 

There haye been three strands to government policy since 
1952,. The first was the redistribution of agricultural land under 
the land reform programme. The second was the pera or govern- 
ment supervised co-operatives. The third aimed at expanding 
agricultural production through measures to increase both product- 
iyity and the quantity of arable land. 

A major problem faced by the government was the maldistri- 
bution of land ownership. Except for the largest land owners, 
holdings were generally too small to permit economic farming 
operations. Moreover, the tenure system and the lack of proper 
medium and long term finance failed to provide incentives for 
improvements so that sayings generated in agriculture tended to be 
used for conspicuous consumption rather than investment. Hence 
@ programme of land reform was instituted. It was hoped that the 
redistribution of land would provide incentives to those actually 


working the land, and in addition break the political power of the 
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land owning class.+ Under the regulations, maximum land holdings 

by any one individual were fixed at 200 feddans;° this was later 
reduced to 100 fdaaans The excess was expropriated by the govern- 
ment and redistributed among those actually tilling the land. Until 
1964, compensation was paid in the form of government bonds; after 
1964, no compensation was paid The resulting pattern of ownership 
is shown in Table 3. 

A relatively small percentage of the cultivable land was 
immediately affected by the began useaes programme. More important 
were the regulations passed at the same time regarding conditions 
of tenancy. Security of tenure was non-existent prior to 1952, 
since tenure was based only on an oral agreement and id were 
controlled. Under the 1952 law, rents were fixed at seven times 
the 1949 land oa (far below the levels ruling just prior to land 
reform) and written leases with security of temire For! a freee 


of three years were made compulsory. The effect of this was to 


1 

M. Riad El Ghonemy, "Investment Effects of the Land Reform 
in Egypt," Egypte Contemporaire, No. 278 (October, 1954); O'Brien, 
‘The Revolution in Egypt's Economic System, pp. 76-78, argues that 
the real reasons were political and to give the government control 
of agriculture. 


re 178, 1952. One feddan is equal to 1.038 acres. Land class- 
ified as desert land intended for reclamation within 25 years was exempted. 


rave 127 and 132, 1961. 


, Riad El Ghonemy, “Economic and Institutional Organization 
of Egyptian agriculture since 1952," Egypt Since the Revolution, ed. 
P. J. Vatikiotis (London: George Allen and Unwin Limited, 1968), 

p. 67. An excellent discussion of the Egyptian land reform can be 
found in D. Warriner, Land Reform in the Middle East (London: 
Oxford University Press, 1962), and more briefly in El Ghoneny's 
two works already cited. 
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redistribute income toward those who actually worked the land and 
away from the mainly absentee landlords. It was hoped that invest-— 
ment ee iat would increase since the former land owners 
were not thought to have a high propensity to eave an Information 
is lacking as to the quantitative effects on income redistribution, 
and authorities differ. It seems likely, however, that at least 

in the early stages the rental restrictions eens unenforceable. 

A provision of the land reform programme which was to have 
rather far reaching consequences was the requirement that land 
recipients join a co-operative. The rationale underlying this re- 
quirement was that the non-owners were without real entrepreneurial 
experience; they had had neither incentive nor opportunity in 
the past to acquire knowledge about proper agricultural practice, 
and would therefore need advice and assistance. Hence ae 
purpose cox<operatiye societies were set up in the land reform areas. 
These haye seyeral functions; to grant loans to members for 
agricultural purposes; to provide seeds, fertilizers, livestock, 
agricultural machinery, and other requirements together with storage 
and transport for the crop; to set. policy with respect to crop 
rotation and methods of seed selection, pest control, and the 
provision of canals and drainage; and to provide for the marketing 
or une erop.* The proceeds of each farmer's crop are remitted to 
him, less his share of ce co-operative's costs, installments on his 


land purchase debt, and payments on any loan outstanding. Each 


i 


a 
Central Bank of Egypt, Economic Review, Vol. III, No. 2, 
1963. 
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member is obliged to subscribe to the co-operative's capital in 
the amount of one pound per feddan of the land owned. The co- 
operatives are collectively placed under the supervision of the 
Supreme Committee on Agrarian Reform, and each co-operative is 
directed by a government agronomist who has the right of veto over 
policy. 

As is evident, land reform co-operatives in Egypt were not 
co-operatives in the sense ‘in which the word is usually used, but 
inyolye a type of contract farming.© Nevertheless they appear to 
haye been successful ,> and beginning in 1957 the government began 
to. promote the establishment of co-operatives throughout the whole 
of the country. This was done by giving the farmers every incent- 
ive to join. Between 1957 and 1961 a series of regulations were 
passed making agricultural credit available to farmers only through 
the co-operatiyes, and government technical advice was extended 
on a much wider scale. Moreover, seeds, fertilizers and other 
farm equipment have been sold at reduced prices through the co- 
operatives. The result was that by 1961 every farmer Hed become 


at least nominally a member of a co-operative. Co-operatives other 


Ak A 
See O'Brien, The Revolution in Egypt's Economic System, 


pp. 166-68, for a discussion of the extent of government control. 


Ncoubnece Farming," is the term given to this sort of 
arrangment by farmers in North America; they view it as a threat to 
their independence. A discussion of this and other aspects of agri- 
cultural co-operation can be found in James R. Savary, "Principles 
of Producers Co-operatives," unpublished M. A. thesis (University 
of New Brunswick, 1963). 


Ss) 
Central Bank of Egypt, Economic Review, Vol. III, No. 2, 


1963. 
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than the supervised land reform co-operatives were originally 
voluntary in the sense that no government control was exercised 
over crop rotation, irrigation, etc. Since 1965, however, govern- 
Aas policy has been steadily to convert voluntary co-operatives 
into supervised ones, the rationale being that to increase yields 
in agriculture government control must be made effective. In this 
way the diseconomies of small scale holdings can be overcome. 
Despite this policy, the majority of co-operatives were still 
voluntary in mid 1967. 

It is difficult to determine the extent to which agri- 
cultural productivity has increased as a result of the creation 
and extension of goyernment controlled co-operatives. One of the 
major intended benefits of such co-operatives, in addition to forcing 
the farmer to use modern techniques, was to overcome the dis- 
economies of small-scale production implied by the distribution of 
land in such small: parcels. The land which had been distributed 
was grouped ae plots of from fifty to one hundred feddans, each 
of which was placed under a single crop. Crops were then rotated 
every three yearats In this way large scale techniques could be 
used, while the farmer retained title to his land and to his 
produce, There is little question that yields in land reform areas 
are higher than yields outside these areas, as El Ghonemy shows. 
However, it is difficult to know whether the primary cause is the 


organizational factor or the greater availability of high yielding 


mT 


El Ghonemy, "Economic and Institutional Organization 
of Egyptian Agriculture Since 1952," pp. 76-78. 
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seeds, pesticides, etc. El Ghonemy argues that the control of 
agricultural credit and trade through co-operatives is as important 
as land reform itself. If this is the case it is difficult to see 
why the government considered it necessary to extend the system 

of supervised co-operatives throughout the country, for, since 1961, 
it has effectively controlled credit and trade through the voluntary 
co-operatives. Experience in other countries indicates that yields 
fail to rise after land reform programmes fe the absence of measures 
for stricter government control. 

“The third aspect of Egyptian agricultural policy has been 

. to increase production by increasing the amount of arable land and 

by increasing productivity per unit of land. Until 1956, the 
government put more emphasis on the former. Land reclamation pro- 
jects, the largest of which was the Aswan Dam development, resulted 
in the annual addition of 40,000 feddans of arable ade Since 
1956, more emphasis has been put upon measures to increase the 
productivity of the land. These measures included better drainage 
facilities to permit multiple cropping (and also to increase the 
production of rice, rapidly becoming an important crop) and pro- 
vision of better seeds, fertilizers and insecticides. 


The increase in production was satisfactory until 1960, 


Thee ter Warriner, “Land Reform and Economic Development ," 


Agriculture in Economic Development, ed. by Carl Eicher and 
Lawrence Witt (New York: McGraw-Hill Book Company, 1964). 


BD ; 
Central Bank of Egypt, Economic Review, Vol. I, No. 2, 1961. 
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but agricultural targets could not be met during the 1960-1965 
planning period. This led to some dispute over what policies 

Egypt should pursue in dealing with its agricultural problem. El 
eheneny and Hansen and Marzouk@ argued for higher investments in 
agriculture with greater emphasis on measures to increase product- 
ivity. In their 1967 Annual Report, the Board of Directors of 

the Central Bank of Egypt asserted that the future of Egyptian 
agriculture depends on increasing emphasis on land reclamation, 
presumably because they felt that yields per feddan were then at 
the maxinun possible and that it was necessary 63 provide additional 
| employment in the agricultural sector. Yet the following year the 
Board of Directors stated that the greatest need was for increased 
productivity. Again no reasons were given, but possibly they felt 
that once the High Dam and its auxillary works were completed there 
would be little scope for further land reclamation except at very 
high capital cost. cea on the other hand, argued that because 

_ returns to capital were aiateaweniee rapidly in Egyptian agriculture 
the best policy was to de-emphasize agriculture and to devote 
Pee resources to other sectors. This would expand employment 


opportunities outside the agricultural sector and ultimately 


1 5 
“El Ghonemy, "Economic and Institutional Organization of 
Egyptian Agriculture Since 1952," p. 80. 


2 
Bent Hansen and Girgis A. Marzouk, Development and Economic 


Policy in the UAR(Egypt) (Amsterdam: -North-Holland Publishing 
Company, 1965), Sean 


8) 
Mead, Growth and Structural Change in the Egyptian Economy, 
p- 9T. ? 
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generate an export surplus sufficient to finance needed food 
imports. The effectiveness of such a policy would depend upon 
the prospects for Egyptian industry (which will be discussed in 
the next section). However, there seems to be room for re- 
allocation of agricultural resources to high yielding, exportable 
products such as rice, fruit, vegetables and ay eveed It is 
probable that the government's efforts to extend control over 
agriculture by increasing the number of supervised co-operatives 


are being undertaken with this in mind. 


Industry 


In 1952, the relatively small industrial sector in Egypt 
consisted largely of establishments processing cotton and food- 
stuffs. Industrial production had increased only slightly since 
the end of World War II. When the new government was formed in 
1952, it indicated that considerable emphasis would be placed on 
industrial development in order to provide employment for the 
rapidly growing population.? | 

Between the years 1952 and 1960, government policy was to 
encourage private investment in industry. Tariffs were raised 
substantially, until by 1961 the average rate was over 100 per 
cent ad yalorem.© Other measures included subsidies, exemption 


from taxes on profits for five years, exchange rate manipulations, 


a ea peal Bank of Egypt, Economic Development Since the 
Revolution, p. 87. 


2 


Hansen and Marzouk, Development and Economic Policy in 
the UAR (Egypt), p- 162. 
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and the lowering or eliminating of tariffs on capital equipment 

and on some intermediate goods. As a result, industrial production 
increased substantially between 1952 and 1960, the average annual 
rate of growth being just over 9 per cent. 

In sianened to encouraging private industry, the government 
also became directly involved in industrial production, particularly 
after 1956. Direct government investment was at first generally 
restricted to heayy industry, such as the Helwan Iron and Steel 
Works , petroleum, and public utilities. After the 1956 national- 
izations, government participation in industry increased steadily, 
as did restrictions on private enterprise after 1958. The National 
Planning Committee was created in January 1957, and it proceeded 
to draw up an interim five-year investment programme pending the 
completion of a more detailed ten-year plan. Some 60 per cent 
of the hundred and fifty projects listed were to be financed by 
the public sector. Although the remainder were to be financed 
by the priyate sector there was apparently no real attempt to 
secure the support of private enterprise. Apparently the govern- 
ment Spdotea that a combination of tax incentives, rent controls, 
and appeals to patriotism would bring about the desired results. 

To halt what the authorities felt was a growing tendency to 
distribute too high a proportion of profits in the form of divid- 
ends, an attempt was made to limit the amount distributed in any 


one year.to-10 per cent above that of the previous year. Additionally , 


ie 27, 1959. Later the government relaxed the regulations 
to permit a twenty per cent higher distribution. 
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firms were compelled to invest an amount equal to 5 per cent of 
distributed profits in government bonds. Coupled with Law 21 of 
the preceding year, which made the establishment, expansion, and 
change of purpose or location of any industrial plant subject to 
licence, these ehtAgen seemed to put the government in a position 
to secure compliance with their plans. In fact, however, the 
results were disappointing; although investment in areas dis-— 
approved of by the government could be effectively prevented, 
total investment suffered. Despite the lack of detailed information, 
there is little doubt that the targets for private investment were 
| underfilled. 

By 1960, the government apparently decided that it would 
haye to control directly a large part of the economy if the needed 
degree of economic progress was to be achieved. Already much of 
the financial infrastructure of the economy was in government 
hands as an aftermath of the Suez War, and controls upon private 
Snbciprice were becoming stringent. Seventy-five per cent of 
gross domestic capital formation was carried out by the government , 
largely phe oem industry and through the Bank Misr, which was 
nationalized in 1960. This was followed in 1961 by a wholesale 
nationalization of Egyptian industry, so that by the end of 1964 
almost all large companies in eyery field of activity were in 
the goyernment's hands. In effect the government achieved virtually 
complete control of the infrastructure, financial institutions, 
heayy industry, external trade and all large corporate enterprises. 


Land, housing, motorized transport, internal trade and most small 
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scale industrial and commercial concerns remained privately owned. 
| The start of the nationalization programme in 1960 coin- 
cided with Egypt's first comprehensive plan for economic development. 
As outlined by the National Planning Committee, the objective was! 
to achieve a doubigia of national income after ten years, with some 
40 per cent of the increase to take place in the first five years.~ 
Details were published only for the first five years of the Plan. 
Investment was to he concentrated in industry, and as a seein the 
share of industry in national income was expected to rise from 21.3 
per cent in 1959-60 to 30.1 per cent in 1964-65. Concomitantly, 
the share of agriculture was expected to fall from 31.2 per cent 
to 28.5 per cent over the same period. When considered together 
with the projected rate of growth of income, this implied an 
average annual rate of growth for industrial output of nearly 20 
per cent. 

The actual growth of the industrial sector between 1960 
and 1967 is set out in Table 4, with annual rates of changes in 
Table 5. It will be seen that although growth in industrial out- 
put was rapid during the early years of the period, after 1964 
the rate of growth declined significantly. Hence at the end of 
the five year planning period industrial output was at a level 
some 20 per cent below that estimated in the plan. The rather 


disappointing performance since 1964 has been variously attributed 


aE 


, toate Bank of Egypt, Economic Review, Vol. I, No. 1, 
1961. 
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to excess capaci e: the failure to aeniere planned investment 
targets“ and, latterly, the effects of the June 1967 Were One 
important reason seems to be the steep rise in consumption since 
1961, which sharply limited tiie amount of investment the government 
could undertake without causing inflationary pressures that might 
have been difficult to control. 

Most observers agree that productivity has not fallen as 
a result of nationalization, at least after the initial disruption 
effects were overcome. The industrialization programme has not, 
however , been as successful in overcoming Egypt's unemployment 
‘difficulties. In spite of the rapid growth of industrial output 
since World War II, less than 15 per cent of the increase in adult 
males in Egypt between 1947 and 1960 was absorbed in industry; the 
percentage of the total labour force employed in industry only 
rose from 9.8 per cent to 10.8 per Sadie | Since 1960, employment 
in industry has increased Only 2° per cent.? Recent legislation 


has been aimed at increasing such employment, but may well have 


aL 
Central Bank of Egypt, Annual Report of the Board of. 
the Board of Directors, 1967. 


: 
Bent Hansen, "Planning and Economic Growth in the UAR (Egypt) ," 

Egypt Since the Revolution, ed. P. J. Vatikiotis (London: George 

Allen and Unwin Ltd., 1968), p.38. 


3 
Central Bank of Egypt, Economic Review, Vol. III, Nos. 1 and 
2,: 1968; . 


y 
Mead, Growth and Structural Change in the Egyptian Economy, 
aDeiletes ; 


Central Bank of Egypt, Economic Review, Vol. VIII, Nos. 3 
and 4, 1968. 
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the effect of lowering productivity, since dismissing redundant 


labour has now become very difficult.? 


International Trade 

Between 1952 and 1967, Egypt's balance of trade has been in 
deficit, although both exports and imports have shown considerable 
fluctuation (see Chart 1). Although the adverse trade balance was 
offset to some extent by a surplus on invisibles (generated mainly 
by revenues from the Suez Canal and from tourism), the deficit 
on current account was substantial and growing, especially during 
the latter years of the period. The current account deficit was 
met at first by drawing down foreign assets accumulated during 


World War II; after 1958, foreign assistance was increasingly re- 


quired. 

| A major objective of the Nasser government was to improve 
Egypt's balance of trade. This was to be accomplished in two ways. 
In the short run, exports were to be promoted and imports controlled 
by a system of subsidies and aea In the long run the structure 
of both exports and imports were to be changed. Industrialization 


was expected to lead to the export of industrial products and to 


ee eee enna reer ener ener eee eee 


ni 
Central Bank of Egypt, Economic Review, Vol. II, No. 2, 
1967. 


2 : 
For a brief discussion of these, see Hansen and Marzouk, 


Development and Economic Policy in the UAR (Egypt), pp. 196-98. 
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to developing the production for export of rice and other high 
value crops. 

The effect of the subsidy and tax policies followed in 
the nineteen fifties was to create a system of multiple exchange 
rates, which, as Mead and Hansen have observed, resulted in what 
was effectively a gradual devaluation of the Egyptian a ag 
although the nominal rate remained at par with sterling. In 1961, 
an agreement was reached with the International Monetary Fund 
under which the subsidies and taxes were dropped and the Egyptian 
pound was devalued by 20 per cent. Statistics presented by 
Hansen suggest that this was in fact, approximately the percentage 
that the pound had depreciated by the end of the nineteen fifties, 
and hence deyaluation could not have been expected to lead to a 
narrowing of Egypt's import surplus. In fact, as Chart 1 shows, 
the import surplus continued to grow every year after 1961 except 
1965. This can be attributed to the heavy import demands of the 
five year plan, financed with International Monetary Funds credits 
proyided as part of the 1961 agreement. 

The longer run policy of changing the mix of goods traded 
has had some success. The yalue of exports of finished and semi- 
finished products rose from 11.8 per cent of total exports in 1960 
to 29.8 per cent in 1966, while the value of raw materials ex- 


- ported fell from 69.7 per cent of total exports in 1960 to ai hes ( 


Tees Growth and Structural Change in the Egyptian Economy 
pp. 173-75; Hansen and Marzouk, Development and Economic Policy in 
‘the UAR (Egypt), pp. 195-98. 
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per cent in 1966. Imports of consumer goods fell from 25.1 per 
cent of imports in 1960 to 14.1 per cent in 1966.~ In general, 
Egyptian industrial output is substituting for imports in con- 
sumption and in some intermediate production processes; the share 
of imports consisting of intermediate goods fell slightly over 
the period. 

In many cases, howeyer, Egyptian industry requires the im- 
port of raw materials. Although a greater portion of value 
added in the production of finished products formerly imported is 
now generated in Egypt, the need to import raw materials has made 
the effect of industrial development on the balance of payments 


less than that anticipated in the 1960-1965 development plan. 


1 e e ° 
These percentages are calculated from statistics appearing 


in the Central Bank of Egypt, Economic Review, various issues 1961 
to 1968. 
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CHAPTER II 


EGYPTIAN FINANCIAL INSTITUTIONS 


= 


The Egyptian financial system comprises three categories of 
institutions: the monetary authority, the commercial banks and the 


specialized banks. 


The Monetary Authority 


Unlike in most underdeyeloped countries, central banking 
functions were performed in Egypt as far back as 1898. At that 
time, Egyptian financial affairs were administered by Britain on 
behalf of several European creditors, although Egypt remained a 
nominally independent country.? The lack of a bank of issue was 
felt by the British to be a constraint upon financial development 
of the country. Hence a new bank, the National Bank of Egypt 
(henceforth the NBE), was founded to perform certain of the functions 
usually performed by a central bank in addition to undertaking 
commercial banking functions. Half of its initial capital was 
subscribed in London and half in Egypt. The head office of the 


Bank was situated in Egypt. Three members of the Board of Governors 


a : 
A good short discussion of the period prior to 1940 can 

be found in Charles Issawi, Egypt: An Economic and Social Analysis 
(London; Oxford University Press, 19N7 \2 For a fuller description 
of the period before 1900, see D. Landes, Bankers and Pashas 
(London; Oxford University Press, 1966). 
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(known as the London Committee) were resident in London; their 
function was to act as the Governor's agent in London and generally 
to advise him on policy matters. The government's phntiesbudllon wae 
at first restricted to the appointment of two commissioners to the 
Board of Governors in Cairo. These had no voting power, but came 
to exercise considerable moral suasion.+ 

Central banking functions conferred upon the NBE were: 
(i) the monopoly of the note issue, (ii) financial adviser to the 
_ government , (iii) the right to rediscount short term bills payable 
in Egypt. The important powers of a central bank not explicitly 
granted to the NBE were the right to chien 0F open market operat- 
ions and the right to Peres the commercial banks to maintain 
reserves against deposits, the ratio of reserves to deposits to be 
determined by he NBE.* The first would have been an empty privilege 
because of the lack of an organized money market. In any case, 
the Bank could use its rediscounting powers to some extent to 
influence the structure of interest rates. The second was a more 
serious deficiency which, in conjunction with the Egyptian currency 
system, made an active monetary policy possible only within rather 
narrow limits. 

Prior to 1916, Egypt was on the gold standard; 50 per cent 


of the note issue was to be covered by gold, and the remainder by 


a National Bank of Egypt, The National Bank of Egypt, 1898- 
1948 (Cairo: »°1948), pp. 18. | 


“tpid.s, pp. 17-18 
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securities approved by the Government. In 1916, gold was demonetized; 
the gold portion of the note issue was replaced by British Treasury 
Hive Egypt was then on a virtual sterling exchange standard, 
with scope for an independent monetary policy extremely limited. 
Funds moved back and forth between London and Cairo, expanding and 
contracting the Egyptian money supply to meet the seasonal needs 

of financing the cotton crop. An increase in the stock of money 
required an increase in sterling resources, which could be obtained 
only through increasing the foreign trade balance or through 
borrowing abroad. With no barrier to the transfer of funds and 
with changes in the money supply a function of changes in the 
balance of payments, counter-cyclical monetary policy, though not 
impossible, could only be pursued through moral suasion and hence 
depended yery much on the reaction of the banking system. Changes 
in the rediscount rate could only be of peripheral influence, 

since the banking system did not generally take advantage of the 
NBE's rediscounting facilities. Had the NBE been given the right 
to require the maintenance of cash reserves, and the power to 

vary the required reserve ratio periodically, the monetary crises 
of 1914-1916 and 1931-1932 might have been less ee It 
remains true, however, that as long as no barriers existed to the 
transfer of sterling between London and Cairo, no domestic control 


-of the money supply was possible. ina 
eee ae at ne Os ee Pee ee eee et a er es ES 


1 : e . e 
Ibid. ,pp. 36-38. See also Issawi, Egypt: An Economic and 
‘Social Analysis, pp. 123~2eh, 


ome a discussion of these, see National Bank of Egypt, The 
‘National Bank of Egypt, 1898-1948, pp. 36-42 and pp. 54-58. 
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After the withdrawal of Egypt from the sterling area in 
1947, a greater degree of domestic monetary control did become 
possible, and indeed necessary. In 1951, the NBE was given full 
legal status as the Central Bank under Law 57 of that year. 
Essentially, the Law provided for the Egyptianization of the Board 
of Directors, and sis creation of a Supreme Monetary Committee to 
determine monetary policy. The Committee was to be composed of 
three representatiyes of the NBE and four of the Government, in- 

. Cluding the Minister of Finance as chairman.~ Commercial banks 
were required to keep interest-free reserves with the NBE, the 
ratio of reserves to deposits.to be set from time to time by the 
NBE. The NBE was also made lender of last resort. 

Once the link with sterling was broken and the status of 
the NBE changed, an active monetary policy became possible. Egypt 
went from a sterling exchange standard to an inconvertible paper 
standard. The portion of the note issue formerly backed by gold 
or be Seteshl Te cacuny wide was to be backed by Egyptian Treasury 
BA ey and the remainder backed by other securities of the Egypt- 
ian Srarinticntn The establishment of a required reserve ratio, 
and provisions for its variation, allowed the NBE to counteract 
wih desesionds inflows of funds through the commercial banks. Although 
nominally independent from government, the policies of the Bank 
were set by the Supreme Monetary Committee. Because of the 
Committee's composition this meant that close co-operation between 
NS A idle lar + he See STU I a a ec ime es lb RS REI eras 
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O'Brien, The Reyolution in Egypt's Economic System, p. 93. 
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the Bank and the Government was inevitable. However, it was not 
until after 1956 that active government policies to control the 
economy were instituted. 

Although the NBE had been given de jure the powers of a 
Central Bank which it had previously exercised de facto, there 
continued to be pressure for change. In spite of the provision for 
Egyptianization, it was argued that the process was slow and that 
in fact the bank continued to act in the interest of its share- 
Retdchs rather than in those of the Syahesn Moreover, the with- 
drawal of Egypt from the sterling area in 1947 left in its wake 
considerable bitterness, and the NBE received most of the blame. 
Thus, despite the fact that monetary policy was determined by a 
committee composed of four members representing the Government and 
three from the Bank, there was continued pressure for national- 
ization. Although outright nationalization did not take place 
until 1960, the Government held a majority ownership after sequest- 
ering Bi eA sheeamed shares in 1956 following the Suez War. 

There was little immediate change in the organization of 
the governing structure of the bank following sequestration. The 
management of the Bank was the responsibility of the Bank's Board 
of Directors, which consisted of fifteen members chosen by the 
General Assembly for a term of five years. The Board chose a Chair- 
man and a Deputy Chairman from among its members. In addition, 


there was a Governor and a Deputy Governor of the Bank nominated 


ec en 


1 ° ° 
Hussein El Fahmy, "The Techniques of Central Banking in 
Egypt," Middle East Economic Papers, 1 (1954), pp. 66-67. 
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by the Government for a term of five years. 

Monetary policy was at first determined by the Supreme 
Monetary Committee. This gave the Government effective control 
of monetary policy, and thereby in theory ensured against conflicts 
of fiscal and monetary policy. However, apparently the administ- 
ration of policy was unsatisfactory under this arrangement, for, 
under Law 163 of 1957, government control over the NBE was strength-— 
ened as was the latter's control over the commercial banks. In 
effect, the government decided that orthodox methods of monetary 
policy were not sufficiently effective in the Egyptian context. 
The NBE, by Law 57 of 1951, had jlacutli ies the power to fix 
reserye and liquid asset ratios and to vary the bank rate. These 
powers, together with a monopoly of the note issue, enabled the 
NBE to control the quantity of money. Yet little attempt was 
made to. pursue an active monetary policy, probably due to the 
interest ware of inyestment and the lack of a money market.” 
But by 1956, the desire for growth had become the major focus of 
the government's policy, implying much greater emphasis on industr- 


ial investment. If this was to be accomplished, more direct methods 


acl Fahmy argues that fiscal policy had not complimented 
monetary policy, and even after the government increased its control 
over the NBE in 1957, monetary and fiscal policy often conflicted. 
el Fahmy, 'The Techniques of Central Banking in Egypt," p. 70. 


2 
Investment, particularly real capital formation, is gener- 


ally considered to be interest inelastic in developing countries 
because of a high rate of time preference, factor immobility, etc. 
This seems to have been the case in Egypt; see el Fahmy, "The 
Techniques of Central Banking in Egypt," pp. 67-68. 
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of channelling available credit had to be found. 

Thus , pon 163 of 1957 made the Supreme Monetary Committee 
responsible for both the formulation and the administration of 
monetary policy. Banks were required to "regulate the availability 
and cost of credit in such a way that the real requirements of 
the commercial, industrial, and agricultural sectors are met." 
The NBE was empowered to fix interest rates for all banks and to 
impose selectiye credit controls, as well as to vary reserve and 
liquidity ratios, In this way it was expected that investment 
could be channelled in the direction desired by government. Both 
by varying interest rates selectively, and by fiat, the NBE hoped. 
to be able to influence the flow of funds throughout the economy 
in a way that would be commensurate with government targets. 

In 1960, the government decided to create a central bank 
that would be separate from the NBE. One reason for the decision 
was the criticism that the NBE could not properly carry out its 
function as a central bank while at the same time functioning as 
@ commercial bank — this despite the fact that its commercial 
business was severely restricted under the Law 163 of 1957. 
Therefore, under Law 250 of 1960 the Issue Department of the NBE 
became the Central Bank of Egypt (henceforth CBE). The CBE took 
oyer the assets and liabilities of the note issue department, as 
well as the liabilities of the banking department connected with 
government assets and those of certain other public bodies. In 
Sl 
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addition, the CBE became responsible for both the accounts of 
international monetary institutions and the legal reserves of the 
commercial banks. These liabilities were met by assets consisting 
of gold, foreign exchange, and foreign securitaess > The NBE then 
became solely a penencdan: bank and was nationalized. This en- 
abled its large number of rural branches to be used to greater 
effect than when its commercial activities had been limited. 

In 1961, the entire banking system was nationalized and 
placed under control of the General Organization for Banking. 
This divided the responsibility for managing the banking system 
between the CBE and the General Organization. In 1964, the 
General Organization for Banking was abolished with its functions 
being taken over by the CBE, thus centralizing control over the 


z 
entire banking system in the CBE. 


The Commercial Banks 
At the time of the Revolution of 1952, the Egyptian 
commercial banking system was almost entirely foreign owned. The 
only exception was the Bank Misr, founded in 1920 entirely with 
Egyptian Pood bei in order to finance local industry. Foreign 
domination of the banking system had led in previous years to two 


main difficulties. The first concerns the ease with which each 


i 
Central Bank of Egypt, Annual Report of the Board of 
Directors, 1961, p. 24; Central Bank of Egypt, Credit and Banking 


Development in 1960, p. 34. 


24 
Presidential Decree No. 1466, 1964. 
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bank could obtain funds from abroad through its head office. Since 
the NBE was obligated to convert sterling to Egyptian pounds and 
vice versa at a fixed pees credit conditions abroad and the 
balance of trade determined the size of the domestic note issue. 
The seasonal nature of exports, consisting mainly of cotton, and 
the fact that cheques were not generally used as a means of pay- 
ment outside the cities, meant that the note issue varied markedly 
over the years. The high currency ear lee and low velocity of 

. Circulation of deposits constituted a leakage which limited the 
potentially large expansion and contraction of the money supply 
consequent upon the changes in the note issue. Nevertheless, 

the system functioned so as to transfer to Egypt monetary crises 
originating abroad. The second difficulty with foreign owner- 
Ship of the banking system was the preference of the banks for 
short term loans secured by merchandise. El Gritly,? in parti- 
cular, places considerable stress on the fact that the profit- 
ability of financing foreign trade, coupled with the bias of 


British bankers against long term lending, caused the industrial 


sector to be starved for funds. This was not strictly a consequence 


Issawi argues that the NBE was under no de jure obligation 
to conyert Egyptian pounds to sterling. (See Issawi, Egypt Since 
the Reyolution, p. 24). However, there would appear to be no in- 
stance of such conversion being refused. 


2 

Defining money to include currency plus demand deposits, 
the currency ratio was slightly over 4g per cent in 1938, just 
prior to the outbreak of World War II. 


a 
“A. A. I. el Gritly, "The Structure of Modern Industry in 
Egypt ," L'Egypte Contemporaine, 38 (December, 1947), pp. 426-29. 
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of foreign ownership, since it could be countered by appropriate 
government regulations concerning the composition of the bank's 
local portfolios. However, the imposition of such controls over 
the banking system would have been difficult prior to the end of 
the Second World War because of the strength of the commercial 
banking system, the influence of British banking traditions, and 
the lack of a strong central bank. After 1951, the additional 
powers given to the NBE set the se for the imposition of such 
regulations, although the only immediate effect was to force all 
commercial banks to publish monthly reports showing their local 
transactions and to submit to. annual audit by the NBE. 

In spite of the extent to which the banking system was 
foreign owned, the government at first made no real attempt to 
control its operations. The reserve ratio was initially set at 
15 per cent of total deposits, and lowered in 1954 to 12.5 per 
cent, at which level it remained until 1957. Little use was 
made of the yedieconne rate, and the banks continued to hold 
substantial excess reserves. The necessity of submitting to 
annual audit may have made possible some degree of moral suasion 
on the part of the NBE. However, the government's generally 
laissez-faire stance in the five years after assuming power makes 
it unlikely that serious attempts were made to change bank 
lending policies. 

The year 1956 marked the economic revolution in Egypt 
which was the re ee Cnsvhe political revolution of 1952. 


Using the argument that foreign controlled firms, particularly 
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those in the financial sector, were attempting to apply economic 
pressure to Egypt, the government sequestered all British and 
French property within the country .+ This gave them immediate 
control of the two commercial banks which had the largest deposits, 
Barclay's DCO and the Ottoman Bank. At the same time, Law 22 of 
1957 was passed, requiring that all commercial banks be incorporated 
in Egypt and be Egyptian managed, with all capital shares to be 
hela by Egyptian subjects, The sequestered banks were taken over 
immediately by the government-owned Economic Development Organ- 
ization and merged with existing Egyptian banks; the remaining 
foreign-owned banks were given a period of five years to meet the 
Egyptianization requirement. 

Initially the government intended to sell the sequestered 
banks to the banks with which they were merged. However, this 
was not done and ownership remained vested in the government. As 
a result, the government controlled seven commercial banks in- 
cluding two of the largest in terms of assets and number of 
branches; the only large bank remaining outside government control 
was the Bank Misr. It appeared that this would be adequate to 
enable the government to control the supply of credit sufficiently 
to permit a modicum of planning, especially since the NBE (then 
the Central Bank) was given additional powers to direct the flow 


of bank credit. However, the failure of the private sector to 


2 


National Bank of Egypt, The Economy of the UAR During the 
‘Nineteen Fifties (Cairo; National Bank of Egypt, 1963), p. 18. 
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Pet peices ety in the first attempts at planning between 
1958 and 1960 seemed to convince the government that more changes 
were required. Moreover, the NBE's control over the ee of 
credit was by no means complete. In particular, the Bank Misr 
remained under private ownership, although the government had the 
power to yeto appointments to its Board of Directors as a result 
of the bank's reorganization in 1941. O'Brien states that the 
government used this yeto power after 1956 to force the Bank 
Misr to expand its industrial investments in the direction de- 
sired by the government. Thus by 1959, some 50 per cent of 
- planned inyestments in the private sector were by Misr companies. 
Conflicts which had developed between the Bank Misr and 
the goyernment came to a head in 1960.° Although the independence 
of the Bank was rather severely circumscribed by the government's 
power to control appointments to the Board, nevertheless the 
degree of autonomy remaining must have seemed excessive to a 
government in oe process of shifting to comprehensive state 
planning. Since Misr companies by 1960 controlled some 20 per 
cent of industrial production (50 per cent of textiles), the. 
bank's acquisition by the government would enable the latter to 
control the major part of Egypt's industry hitherto in priyate 


hands. These considerations led to the nationalization of the 


i 
_ O'Brien, The Reyolution in Egypt's Economic System, p. 93. 


“Fhnachhe is hard to find on this point; the statement is 


Beced on O'Brien, The Reyolution in Egypt's Economic System, p. 125, 


which in turn is based in part on press reports. 
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Bank Misr in February, 1960.7 ‘he NBE was nationalized at the 
same time. 

In June of 1961, a further wave of nationalization took 
place, during which all commercial, industrial and mortgage banks 
not yet government owned were taken over and placed under the 
newly formed Organization for Banks.“ All insurance companies 
still in private hands were also nationalized. At the same time, 
under Article 7 of Law 250 provision was made for the CBE to 
carry out periodic inspections of the commercial banks to ensure 
their compliance with the regulations and directives laid down 
by the bank, These regulations provided, inter alia, for regular 
reports on credit extension in excess of 4 £100 thousand to any 
one client, and were subsequently tightened to require regular 
reports on the entire financial position of any borrower employing 
credit facilities greater than E10 thousand.” Thus during 1960 
and 1961 the government greatly increased its control of the 
country's financial infrastructure as a first step towards 
completely centralizing financial decision-making in the economy. 

Official statements make it clear that the government's 
actions were motivated by its disappointment with the results 
of the industrial plan of 1958-1960, and its resulting conviction 
that economic growth could be fostered only under comprehensive | | 
EE GERD To clea ni, DS AURA 2) RO © Ne poems 

. 

Law 39, 1960. 


2 
Law 117, 1961. 


Shentear Bank of Egypt, Credit and Banking Developments in 
1961-62, p. 32;°Ciréeular 24, (11-4-61 and 15-10-61). 
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state planning. The general uncertainty as to the future direction 
of the economy during the 1958-1960 planning period, together with 
the short time preference and high risk aversion typical of the 
Egyptian investor, make it probable that targets for the private 
xt i al ae 
sector were badly under achieved. Although the monetary authority 
could place ceilings on the amount of the various kinds of credit 
that could be extended, it was difficult to persuade investors to 
‘transfer their interests to other fields when they were denied 
. credit for their preferred line of endeavour. The elasticity of 
substitution between types of investments is generally considered 
to be much lower in underdeveloped countries than is the case in 
2 

advanced countries, and Egypt seems to have been no exception in 
spite of a generally sophisticated upper and middle class. Thus 
the nationalization of the banks was, to quote the CBE, 

...intended to secure a banking system designed to serve 

the proper interest of the national economy. Profits 

will not be the main goal of these institutions. It 

should not be forgotten that in an underdeveloped 

country which is striving for rapid economic progress, 

Prorit. is NOt aiways the rule. The scale of priorities 


in an economy that plans its development is very 
different from what classic theory of choice postulates. 


3 


Although direct evidence on this point is lacking, since 
official figures were never published, data published in National 
Bank of Egypt, The Economy of the UAR During the Nineteen Fifties, 
p- 99, indicates that nearly one-third of the projects planned 
for the industrial sector were not completed during the plan period. 


This is due in part to lack of knowledge concerning alter- 
native investment cpportunities. See, for example, U Tun Wai, 
"Interest Rates in the Organized Money Markets of Underdeveloped 
Countries," International Monetary Fund, Staff Papers, 5 (August, 
1956); Benjamin Higgins, Economic Development: Principles, 
Problems and Policies, Revised Edition (New York: W. W. Norton, 
Inc., 1968), Chapter 23. 


gehbvan Bank of Egypt, Credit _and_ Banking Developments in 
1960, p. 36. 
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With respect to the nationalization of much of the industrial sector, 
the Board of Directors of the CBE remarked that the nationalizations 
.--.endeavour to put an end to capitalist monopoly, and 
to expand control of the State over the various economic 
sectors with a view to mobilizing the resources and 
directing production... to secure the balance of growth 
of the economy.1? 
With most of the industrial sector under government control as 
well as the entire financial sector, the government felt itself 
able to plan with some confidence. 

There is limited eyidence that the banking system did 
indeed fail to respond adequately to the type of indicative plan- 
ning attempted during the late nineteen fifties. The pattern of 
Thank Pendthe showed little nt An although holdings of govern- 
merit long term 5 did increase over the period. Long 
term lending to the private sector fell each year from 1956 to 
1959; only in 1960 did the leyel of such lending exceed that of 
1956. (See Table 6). After 1960, bank lending increased sharply 
and the hanks began horrowing heayily from the Central Bank in 
order to proyide the credit required under the Plan. 

By 1964 it had become apparent that the banking system 
was poorly structured for the task which the government wanted it 
to perform. There were too many banks and they were competing 


with each other to provide finance to some sectors while other 


as : 
sectors were being staryed for funds. Moreover, it was useful 


E 
_ Central Bank of Egypt, Report of the Board of Directors, 
1961, pp. 9-10.. 


eo 
Central Bank of Egypt, Economic Review, Vol. IV, No. 2. 
pp. 162-63, and Central Bank of Egypt, Report of the Board of 
Sane tea eaiocae tool pp. 32-33. 
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from the planning point of view to be ane to monitor closely the 
resources and uses of credit for each branch of the public sector. 
Therefore, the commercial banks were consolidated into five large 
banks, the six smallest being combined with the five largest. 

Each of the banks was then assigned a specific group of public 
companies in the financing of which it was to specialize; the 
banks and their financing responsibilities are outlined in Table 7. 
The financing of agricultural marketing remained the responsibility 
of the entire banking system, both because its demands were great 
and because the rural branches of the entire system were necessary 
to deal with what was still basically a disaggregated sector of 
the economy. Even then, however, competition could only be of 

a@ non=price nature; the banks were not permitted to vary their 
interest charges, nor the conditions under which advances could 

be grantea. 

At Peyote time, the Organization for Banks was abolished, 
the CBE taking over full responsibility for the commercial banks. 
With the previous overlap of authority ended, the CBE was then able 
to BAe Senet) the flow of financial resources to each sector. 
The effect of these changes has been to greatly increase the degree 
of supervision of the economy. Each bank is in fact made responsible 
for overseeing the operation of the companies which they finance. 
As the 1963-64 Report of the CBE's Board of Directors puts it, 


they are "... to follow up the activities of the productive units 


ne s 
Central Bank of Egypt, Report of the Board of Directors, 
1968-69, Pp- 39. 
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TABLE 7 


FINANCIAL SPECIALIZATION OF COMMERCIAL BANKS, 196) 


-- BANK. “5 ts SECTOR FINANCED 


_ Bank Misr All companies affiliated with 
the General Organization of 
Spinning and Weaving, Ministry 
of Light Industry. 


National Bank of Egypt All companies affiliated with 
the MiniSteries of Agricul- 

ture, Agrarian Reform, Land 
Reclamation, Transport and 
Communications, and War; Suez 
Canal Authority, Railways 
Authority, Telecommunication 
Authority, Military Factories 
Organization. 


Bank of Alexandria All companies attached to 
Ministry of Industry, and to 
the Egyptian General Petrol- 
eum Organizations. 


Bank of Cairo All companies attached to the 
General Trade Organization 
and to the Ministries of 
Housing and Public Utilities, 
Information, and Tourism. 


Bank of Port Said All companies attached to 
. Ministries of Health, 
Supply and Internal Trade, and 
the General Pharmaceuticals 
Organization. 


SNA ns 1 REPRISE REL OR COE Ee aa a eee 
Source: Central Bank of Egypt, Report of the Board of Directors, 
1963-64, 
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in the public sector and to appraise the extent of their contribut- 
ions to the realization of the Development Plan Targets." To this 
end, during 1965 and 1966, accounts were opened for each establish- 
ment to enable the bank responsible for its financing to monitor 
company flows of funds. The elimination of the Organization for 
Banks also tightened the control of the CBE over the commercial 
banks. All decisions by the Directors of the Commercial Banks 
were pibaces to review by the CBE, and could be vetoed if, in the 
opinion of the CBE, they were not in conformity with the require- 


ments of the monetary authority.“ 


The Specialized Banks 


Various attempts had been made to create specialized 
financial institutions for Egyptian agriculture and industry in 
the early decades of the present century. There were several 
reasons why specialized institutions were felt to be necessary. 
‘In the case of agriculture, although there existed several 
foreign controlled mortgage companies, these would lend a minimum 
amount so large as to be eee the capacity of small ea 
owners to aha Since the commercial banks preferred to lend 
only on short term, small holders had virtually no access to 
credit on medium or long term. Even their access to short term 


financing was limited; the year to year variability of cotton 


erence ne 


ui : 
Central Bank of Egypt, Report of the Board of Directors, 
1963-64, p. 32. 


& e 
Central Bank of Egypt, Report of the Board of Directors, 
1964-65, p. 41. 
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prices meant that loans secured by cotton were risky unless the 
borrower was financially stable. Hence most small holders had 

to resort to high interest loans from village money lenders.+ In 
the case of industry, much the same sort of arguments were used 

to justify special arrangements. The commercial banking system 
emphasized short term lending; hence long term funds for industrial 
development were difficult to obtain, although short term accommod- 


ation secured by inventory was available. 


Agricultural Finance 

Early attempts to create a bank for the finance of agricul- 
ture failed due to the many defaults which occurred during periods 
of falling cotton pridest? In 1931, however, the Credit Agricole 
d'Egypte was created to make medium and long term loans over 
periods varying from five to twenty years in duration, and short 
term loans for up to peeetchenantuse Long term loans were 
secured by land mortgages, and short term by a lien on the crop. 
Installments on loans were collected at the same time as taxes, 


and the Bank was exempted from provisions of the Five Feddans Law. 


mh 

A good summary of the financial difficulties facing 
Egyptian farmers can be found in E. Eshag and M. A. Kamal, " A 
Note on the Reform of the Rural Credit System in Egypt," Bulletin 


of the Oxford University Institute of Economics and StaviseLcs, 29 
(May, 1967), pp. 95-107. 


Sans most successful early attempt was the Agricultural 
Bank, organized in 1902. It provided short and long term loans at 
a maximum interest rate of 8 per cent. The bank did well until 
LOPS 5 Dut ever sel eh ae from the imposition of the Five Feddans 


Law. See Issawi, Egypt: An Economic and Social Analysis, py 126% 
and also Eshag ana ae eee op. cit, pp. 98-99. 


fete Egypt;. An Economic and Social Analysis, pp. 127-28. 
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The latter law had prevented the foreclosure of mortgages on land 
of less than five feddans, and was an important factor in the 
failure of earlier attempts at agricultural financing. 

In order to control the use to which borrowed funds were 
put, and to expedite the work of the agricultural extension depart- 
ments, the bank was empowered to make loans in kind as well as in 
cash. Small landowners and co-operatives were favoured as a matter 
of policy; cash loans were ayailable only to small landowners and 
to co-operatives, and the Bank participated in the financing of 
new co-operatives as well as making loans to existing ones. More- 
over, interest rates were lower for co-operatives, being 5 per 
cent compared to 7 per cent for individuals.? 

In an attempt to prevent a sharp increase in foreclosures 
during the depression of the nineteen thirties, the Credit Hypothe- 
caire d'Egypte was created as a subsidiary of the Credit Agricole 
to take oyer existing mortgages; in 1941 it was established as 
a separate mortgage lender to small landowners. It raised its 
funds by the issue of dehentures which carried a government 
; piety tedsaa to principal and interest. 

Eshag and Kamal have argued that the apparatus for 
financing agriculture favoured the large landowners rather than 


the small, contrary to the intent of these institutions when 


ere ae 


sithcensp and Kamal, "A Note on the Reform of the Rural Credit 
System in Egypt,” p. 99. 


Na bionnl Bank of Egypt, 1898-1948, pp. 61-62 
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Lirst érentears Their evidence feos thas conclusion, in the absence 
of any data respecting loans by recipient, is the increase from 
££300 to $2500 in the size of the maximum loan extended by the 
Agricultural Bank, the higher sum being beyond the financial cap- 
ability of small landowners. In the case of the Credit Agricole, 
the fact that loans in cash were available to any landowner, large 
or small, and that loans in cash were available to co-operatives, 
the membership of which was not limited to small landowners, does 
support the presumption that much of the financial resources avail- 
Spielaay’ nave gone to large landowners. Moreover, the definition 
of a "small" holding was continually revised upwards, from 30 
_ feddans in 1931 to 200 feddans in 1937; thus 99.9 per cent of the 
farmers, owning over 75 per cent of the land, were considered to 
be small landowners. Issawi also points out that the practice 
ef collecting loans through the taxation apparatus made small 
landowners hesitate to take advantage of what funds were available.2 
Suggestive as these arguments may be, they are by no means 
conclusiye. The decline of the Agricultural Bank after the passing 
of the Fiye Feddans Law seems to indicate that the bulk of its 
resources were committed to the small landowners, and that it had 
little appeal for those owning more than five feddans. The 
argument is somewhat stronger in the case of the Credit Agricole; 


however, the fact that its total lending remained relatively in- 


mY 


ae ; 
| Eshag and Kamal, an Note on the Reform of the Rural Credit 
System in Egypt," pp. 99-100. 


“Issawi, Egypt: An Economic and Social Analysis, p. ‘127 
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significant prior to 1956 indicates that its appeal to both large 
and small landowners was relatively weak. Small landowners may 
have been discouraged by the bureaucratic procedures involved, 
especially for individuals, and the pressure put on them to join 

a co-operative. Large landowners generally had access to suffici- 
ent credit at reasonable interest rates from the banking system, 
and it is possible that the Credit Agricole was viewed by them more 
as a leader of lastfresort. 

In any eyent, the operations of the Credit Agricole were on 
a relatiyely limited scale until 1956. From “E2 million in 1933; 
loans outstanding rose to #E5' million in 1935, and remained at that 
leyel until 1947. Although there was a sharp increase in its 
lending between 1947 and 1952, from 1952 to 1956 the amount out- 
standing varied between £ E16 million and eZ E19 .5 million (Table 8). 
Advances covered less than 20 per cent of production costs; a 
rather low level in the light of credit requirements in the agri- 
cultural sector. Adyances by the commercial banks during the 
same period were some four times as great. 

In 1956 it was decided to greatly increase agricultural 
credit by permitting the bank to issue 3 per cent bonds to the value 
of £E20 million, this limit increased to £E30 million in 1962. 
Most of these issues were purchased by the NBE and, later, by 
the Central Bank. This resulted in a fairly rapid increase in 
agricultural credit (Table 9) channelled through the bank. The 


trend accelerated sharply in 1961, when credit to co-operatives 
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was made free.+ In 1964, the Bank was converted into a public 
organization attached to the Ministry of Agriculture under the 

name "Egyptian General Organization for Agriculture and Co- 
operative Credit."* Its responsibilities were broadened to 

include the provision of credit and in addition it became a central 
planning agent of the government for agriculture. All branches 

of the Bank were converted into agricultural and co-operative 
credit banks owned by the government. By far the major portion of 
its resources were drawn from the banking system, although it held 
relatively small deposit accounts for a large number of co- 
operatives. In 1967 the banking system was the source of some 70 
per cent of its financial resources; only 12 a cent was made up 
of Eee the co-operative societies. Since 1961, when the 
commercial banks were nationalized, the proportion of its resources 
pounce from the CBE has fallen, and that from the commercial 


banking system has risen. 


Industrial Finance 

_ Until the creation of the industrial bank in 1949, the small 
Egyptian industrial sector was largely self-financing or was 
financed through the Bean ree The latter was formed in 1920, 


the first bank to be organized solely with Egyptian capital. Its 


iy 
Law 4, 1962. See also Eshag and Kamal, "A Note on the 
Reform of the Rural Credit System in Egypt," p. 101. 


2 
Central Bank of Egypt, Economic Review, Vol. 4, No. 2. 


3H Gritly, "The Structure of Modern Industry in Egypt," 
p. 434. e1 Gritly provides an excellent discussion of Egyptian 
industry and its financing up to the end of World War II. 
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main objective was to finance industry; it is also credited by 
Issawi with having done much to spread the banking habit in Egypt 
by opening branches throughout the country and thereby encouraging 
deposits.? In addition to both short and long term lending to 
industry, the bank participated directly in owmership in a wide 
variety of fields. “The Misr group of companies was dominant in 
textiles and was of considerable importance in other fields 
ranging from insurance to fisheries. In addition to its deposits, 
its major source of funds was the NBE by way of the government, 
-and most of its lending was to firms in which it has: some direct 
financial participation, 

The Bank Misr was entirely committed to industrial fin- 
ance, and hence did not have a diversified asset portfolio to 
help cushion the effect of periodic economic shocks. Several 
financial crises involving the bank culminated in its reorganization 
in 1941. The government provided £2 million to meet the Banks 
debts and guaranteed its deposits; in return, it assumed the right 
_ to appoint a government commissioner to the Board of Directors and 
to veto appointments to the Biter Aa 

Although ities reorganization of the Bank Misr placed it on 
a sounder footing, there is some indication that the financing of 
new companies suffered. The Director General of the Ministry of 


Finance, writing in 1944, made it clear that the Egyptian government 
5 IS os ae ae a alae eae ie cia miei aie a a 


“Issawi , Egypt at Mid-Century, p. 216. 


Zel Gritly, "The Structure of Modern Industry in Egypt,"- 
p. 435. 
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looked to rapid industrialization after the war as a key to the 
country's devel sine ee This was followed in 1949 by the creation 
of an industrial bank Se the lines of the Credit Agricole. The 
_ government contributed 51 per cent of the initial capital stock of 
#E1.5 million, the major banks 30 per cent, and the public the re- 
mainder. In addition, it guaranteed principle and interest on the 
Bank's debentures and a minimum dividend of 3.5 per cent on equity 
capital. It also provided up to XE2 million in grants and loans 
for working capital,” 

The Bank, like the Credit Agricole, became a specialized 
financial intermediary rather than a bank in the ordinary sense. 
It could obtain funds solely through the issue of debentures. It 
participated directly in industry; in addition it advanced short 
term loans secured by inventory, medium term loans of up to ten 
years to newly established firms for the purchase of equipment, 
and long term loans of up to twenty years for the creation of new 
enterprises. Moreover, the Bank was able to assist individual 
graduates of technical schools through making loans to them of up 
to five years in order to assist them in forming small businesses. 

Like the Credit Agricole, the Industrial Bank did not have 
much early success. Poor operating procedures, inadequately trained 
aencinonic and improperly prepared and supported application made a 


proper ,aliocation ofits financial. resources difficult... By 1958, 


al 

Mahmoud S. el Falaki, "Post War Planning of the Currency 
and the Money Market in Egypt," L'Egypte Contemporaine, 35 eegeaty 
February, 1944), p. 194. 


2 
Issawi, Egypt at Mid-Century, p. 226. 
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loans outstanding had reached only the relatively Low Level ior 
E2 million; most of this went to large firms, in spite of the 
lower rate of interest than that charged by bie commercial banks.~ 

Bureaucratic difficulties, rather strict conditions for 
borrower eligibility, and a conservative outlook all acted to keep 
lending relatively low. In 1954, after the government increased 
its guarantee for loans made by the Industrial Bank, the Bank did 
begin to participate to a greater extent in the founding of new 
firms. Eyen then, however, it often simply guaranteed the loans 
that the commercial banking system made to industry. Since these 
were mostly short term, this did not really meet the needs of the 
industrial sector. 

In 1956, the cera Cag a was placed under the super- 
yision of the newly formed Economic Development Organization 
which was to oversee and co-ordinate government owned establish- 
ments in the economy. The following year the BREN ie raised 
its guarantee tofET million anda again in 1960 to 4E10 million. 

Until 1954, most of the Bank's activities had involved 
the pepieton of medium and long term loans, as was intended 
under the terms by which it was organized. Some 60 per cent of 
its lending in 1954 was for periods of greater than one year. 


Between 1954 and 1964, most of the emphasis gradually shifted to- 


i. g 
Central Bank of Egypt, Economic Reyiew, Vol. I, No. 3. 


°National Bank of Egypt,. The Economy of the UAR During 
‘the Nineteen Fifties, p. 91. 


58 


te twa vot vibes 
ad To. annie at eat 
A « MORCH 
br Ox 4 Bit 5 
‘ Gead ot Bettas’ Lks LES) rae 18 - | 
i foeassoit tramrsves € ¥ eal Mat at aat ‘gnetione 3 
hth yaa sit . ated eee = aoe wet oss is 


wan to yartbawot anc 


; 4 
on gee ir say ag oh be ope 
area. bu Fee) Beas TOUS i Fat 


aio’ to eheen ads Riot ott eifaey mee. 
} vi on 


1 | Mi tM 


wok te et es x0 


m vs ae 4 mes, ¥ 
~deitdates’ etiwe: al a ; 


available from the government through the commercial banking system. 
As Table 10 illustrates, the volume of lending remained relatively 
low through 1966, appaneatiy because the Industrial Bank was re- 
dundant in the context of the Egyptian financial system. 

After 1961, when most of the industrial sector and the 
entire financial infrastructure came under government control, the 
flow of finance through industry was centrally directed through 
the commercial banks, Because each bank was made responsible for 
a8 entire financial programme of a specific sector, there was 
little need for a specialized institution for industry. Since 
1964, however, the Industrial Bank has gradually been converted 
into an institution specializing in financing small commercial 
and industrial establishments in the private sector. This has 
resulted from the government's increased concern with that 
sector and led to a sharp increase in the Tndustedam Bank lending 


in 1967.7 


The Government and the Financial System 


The Egyptian financial system is now closely integrated 
with the national economy. Each of the five commercial banks is 
the provider of finance, the financial adviser, and the central 
accounting branch for the companies to which it is affiliated. 
At the same time, each bank acts as overseer on behalf of the 


monetary authority to ensure that their financial operations are. 


entree nn SDSS ESC CECE ECS ESE EE TLC LT CC SO 


Leen iad Bank of Egypt, Report of the Board of Directors, 
1968-69, p. 39; see also the Report of 1967-68, pp. 3 and 39. . 
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those that are permitted within he detailed pagans laid down 
by the Central Bank of Egypt, and, indirectly, the planning 
authority. Banks no longer compete with each other, nor can they 
on their own responsibility decide whether or not to extend credit 
or yary the terms on which such credit will be granted. Commercial 
banks act as financial intermediaries in the sense that they serve 
to some degree as mobilizers of loanable funds; they do not, how- 
arene goyern the allocation of these funds. Although they have 
more discretion with respect to their operations in the private 
sector, nonetheless eyen here banks are restricted. Ceilings are 
placed on the extension of credit to the private.sector, and 
lending foe cagitar formation cannot take place unless sanctioned 
by the monetary authority. 

All companies within the public sector are affiliated with 
“oR of the general epalniserabine there are some thirty of these. 
Each of the organizations is placed under the supervision of a 
cabinet minister; each minister has responsibility for some five - 
to eight organizations, All organizations are co-ordinated by 
the Supreme Council for Public Organizations, chaired by the 
President of the UAR and composed of the cabinet ministers re- 


sponsible for the organizations attached to their departments. 


The Supreme Council co-ordinates the operations of the organizations, 


lays down output targets and approves their budgets. Each minister 
is expected to ensure the implementation by the organizations under 
his charge of the plan targets approved by the Supreme Council. 


There is some overlap jn membership between the Supreme Council for 
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Public Organizations and the Supreme Council for Planning, which 
was also avented in 1961. The latter is chaired by the President, 
and is composed of some of the ministers and the chairmen of the 

public organizations. Its function is to approve the overall 
development plan, which is prepared under the direction of the 
Vice President for Planning. 

These organizations are not part of the civil service, but 

_ rather are holding companies for the concerns attached to them. 

_ Each organization is managed by a board of directors. The system 
is somewhat unwieldly, and in practice the chairmen of the 
organizations' board of directors and the companies' managers have 
a, great deal of day<to<day independence. 

. The CBE, although a nominally independent authority, works 
closely with the Supreme Council and with the Treasury. In 1965, 
the CBE integrated administratively much more closely than pre- 
viously with the commercial banking system. By Law 17 of TOGS2 
the Board of Directors was changed to consist of the Governor 
(who presides over the Board), the Deputy Governor, a representative 
of the Ministry of the Treasury, two representatives from the 
Ministry of Economy and Foreign Trade, the chairmen of the 
commercial and specialized banks or their delegates, and three 
distinguished persons conversant with monetary and financial affairs 


chosen by the President upon the recommendation of the Minister of 


Presidential Decree No. 1898 of 1961; Central Bank of 
Egypt, Economic Reyiew, Yol. III, No. 4; Laws 60 and 61, 1963. 
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practices, the Central Bank of Egypt has ereat powers over. the 
commercial banking system. In addition to the usual powers of 
undertaking open market operations, varying reserve and liquidity 
ratios and the control of the note issue, it has the legal powers 
to compel the banking system to follow its directives in place 
of the informal moral suasion open to most central banks. The 
result is that the Central Bank of Egypt is in a position to 
formulate and administer a monetary policy much more direct and 
flexible than ig the cage for the central banks of most other 
. countries. The monetary policy actually followed by the CBE 
since its inception will he analysed and evaluated in the next 


. Chapter, 


edd ‘wed sal teem i 
| ‘to. exewoq tau res pei oF in at 


Aa dod 


yi tbinpel bays owiseor 3 atta “ 


* \ + r o a r 7 «+ 
ayoewod ARSE ong 
‘t 


0, Fem 38, ore sotseun toa Lerro% 
th ve ih ay 4 pe ms 
os nokiLeog 2 Mt at, ea e Kad iousned arid sas Be 


SMe, 
of hb im te ” 
i arto) i 


hie gootsd oxom fovin ys pation, ra dem . seveintabs faa 

yedto daom bo df bec 29 5 at wh oanp adit at ond ost 
72 odd yd buwo.Ltort Elation katte yroPaaon edt 

j : } i eee ; a 1 ah : ‘i ted sh a Ee 5 

teed oat ok Bs dputs ve Ores kein oo tale OAEGSIAL Bey 2 


ye 


i : HOM aN ’ 
ie é eth cat 
mo pa Mi 


ice ” j Nie a ce at 
Se | 
‘4 i. , me a rs An ; ; 
¥ : : a7 | 7 inh ee 


Tan 


pnt ‘ ; 


roy x 


CHAPTER III 
MONETARY POLICY, 1947 - 1967 


Until Egypt withdrew from the sterling area in 1947, an 
active monetary policy in the usual sense of the term was virtu- 
ally impossible. This does not imply that the NBE had no in- 
fluence upon monetary conditions in Egypt before World War II. 
In fact, the NBE on more than one occasion was able to use its 
position as financial adyiser to the government and as ae 
_ of last resort to the commercial banks to soften the adverse 
effects which had resulted from periods of depressed cotton poices.” 
However, the Bank could only have a marginal effect as long as 
Egypt was on a gold or sterling exchange standard. 

The économic disorganization of Britain following the end 
of World War II ana the consequent blocking of the sterling assets 
of the sterling area, including Egypt, led to often embittered 
negotiations between Egyptian and British officials over arrange- 
ments to secure Egyptian import needs, particularly those from 
non-sterling countries. The upshot of this was Egypt's with- 
drawal from the sterling area in 1947. Since sterling was in- 
convertible, the portion of the note cover made up of British 


Treasury Bills was 5 replaced by Egyptian Treasury Bills, Thus, 


See National Bank of Egypt, 1898-1948, for a discussion 


of some examples, 
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the Egyptian monetary system was no longer based on a sterling ex- 
change standard, but Docane @ Managed currency. 

Although controversy over the advantages and disadvantages 
accruing from the sterling exchange standard had existed for aah 
time prior to the decision to leave the sterling area, it seems 
clear in retrospect that the need for additional freedom to manage 
the economy would soon haye made such a move mandatory even. had 
Egypt not heen forced off sterling by post war conditions. As 
long as sterling could be conyerted at a fixed 2 into Egyptian 
pounds without limit, and vice versa, the NBE had no effective 
way of controlling the quantity of money. Thus any disequilibrium 
_ could be resolyed only by throwing the entire burden of adjust- 
ment on the domestic economy, as indeed was the case under the 
gold standard. Although the NBE was able to counteract cyclical 
tendencies in the economy to some degree by means of its own credit 
policy and moral suasion, these tools on the whole proved inadequate 
to dampen effectively the instability typical of the years 1900-197. 

The main arguments in favour of remaining tied to sterling 
were twofold. First, a high proportion of Egyptian trade was 
with sterling area countries, particularly Britain and India, and 
that trade would benefit from stability of the currency in terms 
of sterling, This argument lost force after the war, when the 
sterling area's lack of capacity to fill Egyptian import needs was 
& wajor factor causing Egypt's departure from the sterling area. 


Second, in the words of Hallet, "British monetary policy has so 
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far proved to be as good as, if not Bence trees any ects 

Unfortunately, Hallet does not wet out what he means by 
this statement, even though it would be easy to think of cases in 
which the correct monetary policy for each of the two ener 
would be diametrically opposed... The separation of the Egyptian 
monetary system from that of Great Britain would enable a monetary 
policy to be formulated in terms of Egyptian rather than British 
monetary conditions. 

Table 11 presents data covering the money supply and the 
factors affecting the money supply between 1947 and 1951. It can 
. be geén ‘that the NBE followed a generally expansionary policy 
during the 1947-1951 period. The money supply both narrowly de- 

_ fined and broadly auriear increased in every year except in 199, 
The slight fall in 1949 was caused by a contraction in bank claims 
on the government of somef£20 million together with a fall of 
nearly £E6 million in foreign assets; against these, bank lending 
to the private peetee increased by £E25 million. The note issue 


expanded steadily throughout the period at an annual rate of just 


tecacse Hallet, "Currency and Credit in Egypt," L'Egypte 
‘Contemporaine, 27 (February, 1936), p. 184. This also seems to 
haye been the view of el Falaki, then Director-General of the 
Ministry of Finance. See el Falaki, " Post-War Planning of Currency 
and the Monetary Market in Egypt," pp. 192-94. 


qPollowine the International Monetary Fund, money narrowly 
defined consists of currency outside the banks plus private demand 
deposits (government-owned entities are considered part of the private 
sector). Money broadly defined consits of money narrowly defined 
plus time and sayings. deposits. ~Quasi-money consists of time: and 
savings deposits in the commercial banks plus savings deposits in 
the post office sayings bank. 
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under 10 per cent. Lending to.the private sector rose steadily until 
1951, and was the main factor accounting for the increase in the 
money supply. The buoyant performance of the private sector was 
caused by boom conditions resulting from the Korean War. Cotton 
prices were high during most of the period, and industrial develop- 
ment was being encouraged. The latter largely accounted for the 
drawdown of foreign assets during the period because of the high 
import content of capital investment, 

Looking only at money supply statistics, one might be 
inclined to question the appropriateness of NBE policy between 
1947 and 1951. Nominal income increased in each of the four years, 
whereas real income increased in each of 1948, 1949, and 1950, and 
fell in 1951, (see Table 12). The consumer price index increased 
at an average annual rate of 3.3 per cent, mostly in the last two 
years. Although the money supply increased at the relatively low 
ayerage annual rate of 4.0 per cent narrowly defined and 4.8 per 
cent broadly defined, the rapid rate of increase i cttes 
suggests that an even less expansionary Piet might have been 
appropriate. 

Howeyer, it would haye been difficult for the NBE to have 
fine-tuned the economy to this extent. The rather mild expansionary 
policy followed by the pak feererated larger than anticipated in- 
creases in nominal income and prices mainly because velocity rose 
continually during the period. While it is true that this mi ght 
haye been anticipated on the grounds that pent-up demand during 
the war would result in a much higher level of expenditures during 


the immediate post war period, the extent of the rise in velocity 


‘Litnw “ehthaode: oto 205 ; 
ast a onasnoat oe “a 


sig an sot _ 


nwowied : Yor tea om to nasa ied } ie 
OER tut oe? 70 Hope at sean. 
big ORL Bae ©’ ate HtQE x 96° a 


Soussroat, xobit aod vay romuaioe ant hoe 


wot qievideier ails te bogagttait ‘yaaa. y nent 


n toy t 


199. a. f hus! boukheb “voi bee oe 


69 


*xoput sotad 

geumsuoo = g ‘ZN + UND = ZA S89TSsOdep sZ#utAes pue swt entd TH = 2W ‘IN ¢ dND = TA ‘sztsodep puemep 
sntd fouatamo = TW ‘pyonpoad Teuotyeu ssoud [eet = dnoy ‘gonpoad Teuotyseu ssoig TeutuoON = dNd 
; eS 


6°90T TS6T 
0°96 OS6T 
T° 6 6H6T 
T° +6 QtOT 
1°'6 On Lee Lt6T 
| 2. | : eee 227 Sa a ie E 
(00T = €96T) | (UOTTT Tm ay) | . UOTTTtH BF) (UOFLITM aH) | (VOTTTIM aH) | 
d cA | on TA TW | dNOu EAN zea 


! 


TS6T 04 LH6T *SHOINd ANV ‘ALIOOTHA ‘AENOW “AND Tvau * Ind 
B 


ot WIadVb 


= GopamISS 
te ee a 
onsneugh. Bye . 


> 


oh 


* THA ¢ 


ae OO 


would have been difficult to predict very precisely in advance. More- 
over, the scarcity of many goods usually imported contributed to 
the rise in prices. The NBE stated that sterling assets, which 
amounted to some £F300 million in 1950, would have been drawn dow 
much more rapidly as an anti~inflationary measure had not some 
£205 million been blockea.+ It was not until a series of agree- 
ments governing the release of Egypt's sterling assets were negot- 
fated urine the next decade that Egypt was able to make full use 
of these, 

From 1952 to 1956, the NBE followed a somewhat restrictive 
monetary policy, As the Bank put it; "The objective of this 
policy was to stop the extrayagances that had prevailed before 
1952, and to apply orthodox financial measures to secure the stabil- 
ity necessary for planning the economic development of the country." 
Thus the money supply narrowly defined fell each year from 1952 
through 1954 (see Table 13), and remained approximately constant in 
1955. pbuyang Epeadeut period, the consumer price index fell by an 
ayerage.of 3.3 per cent the first three years, and rose by 2 per 
cent in 1956. At the same time, nominal and real income fell between 
1952 and 1953, but increased at an average annual rate of 5.7 per 
cent and 6.3 per cent respectively over He next three years (Table 


14). One reason why the decrease in money supply did not have a 


Iyational Bank of Egypt, The Economy of the UAR During the 


Nineteen Fifties, p. 15. 


dos “Rattooad Bank of Egypt, The Economy of the UAR During the 


Nineteen Fifties, p. 95- 
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greater dampening effect on the rate of growth of income was the 
wawideas vane in velocity from 2.673 in 1952 fe 2.982 in 1955. More- 
over, the rise in time and savings deposits offset to some extent 
the decline in the narrow money stock; money broadly defined fell 
only in 1953, and oyer the remainder of the beh oe increased at 

an average of 1.5 per cent compared to an ditetette rate of decrease 
in narrow money of 2.1 per cent. The relatively low rate of in- 

- crease in the supply of money raises the question of whether an 
even more rapid rate of economic. growth could have been achieved 
had a somewhat more expansionary monetary policy been followed. 

It will be argued later in this study that in fact this would 

have been the case. 

During the first two years after the revolution, loans to 
the public sector were reduced while those to the private sector 
were expanded as incentives were given to private investment. In 
1955 and 1956, however, the increase in net government borrowing 
was substantial as a result of the government increasing its invest- 
stent in infrastructure and, in the latter year, the Suez War. The 
expansionary effects on the money supply were offset almost completely 
by: drawing down foreign assets in 1955; although net foreign assets 
decreased even more in 1956, the expansionary effect of an £E80.6 
million increase in net claims on government was only partly off- 
set by this and by increases in time deposits. Hence the money 
supply increased by<E57 million, some 16.7 per cent over the 1955 
level. } 


From 1957 to 1960, the money stock, whether narrowly or 
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broadly defined, increased only slightly. The reason for the re- 
lative constancy of the money stock can be seen from Table 13 to 
be the contractionary effects of the steady downward trend in 
foreign assets. Against this, net claims on government increased 
after 1955, reaching in 1960 a level of £ 2273.2 million and be- 

. coming the largest element in the panies system's portfolio. 
Lending to the private sector also increased substantially over 
the period. Loans outstanding snoiieed to £8255.8 million in 1960, 
compared to, £E160.2 million in 1955, equivalent to an average 
annual growth rate of 9.4 per cent. 

Between 1956 and 1960 nominal and real income grew at an 
average annual rate of 6.2 and h.9 per cent respectively, whereas 
prices increased at an annual rate of only 1.1 per cent. The 
fairly satisfactory growth and price performance of the economy 
during this period of relative constancy in the money supply may 


be attributed to three factors. The first was the strong stimu- 


lative effect of sizeable government investments during the period. 


The second was the fact that foreign assets were used to meet the 
increased demands for producer and, to some extent, consumer goods. 


The third was the steady rise in velocity throughout the period, 


Tegan M, el Kammash, Economic Development and Planning in 
Egypt (New York: Frederick A, Praeger, 1968), pp. 213-14; Mead, 


Growth and Change in the Egyptian Economy, pp. 230-31. 
“Mead, Growth and Structural Change, pp. 170-72. 
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of the slow rate of Sree ae the money’ supply. It will be argued 
in Chapter V that a more expansionary monetary policy during this 
time would have led to a somewhat higher rate of real economic 
growth, although possibly accompanied by cere anat more rapid 
rise in prices. 

| The ei toned changes of 1961 described above re- 
sulted in a significant increase in the ability of the monetary 
eu horite to influence not only total credit in the economy but 
its allocation. idhen the issue department of the NBE became the 
Central Bank of Egypt on the first of January, 1961, it was 
given increased powers over the commercial banks. Since 1957, 
the commercial banks had been required to submit moment data 
to the NBE concerning the camposition of their portfolios 
and to undergo periodic inspection. The NBE had increasingly 
relied on moral suesion, through the issue of bank directives, to 
influence the allocation of credit. These directives took. the 
form of requests, but with the nationalization of the banking 
system in 1961 the CBE directives assumed the force of law. These 
changes were brought about by the need of the government to control 
the allocation of credit as well as its level in order to assure 
_ the requisite finance for the 1960-65 Five Year Plan. 
| The 1960 to 1967 period was characterized by a considerably 
greater degree of fluctuation in monetary aggregates than had been 
typical of previous periods. The first comprehensive planning 
-attempt coincided with the reduction of net foreign assets to a 
level beyond which further drawings were undesirable for foreign 


exchange reasons. Hence foreign exchange assets could no longer 
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be used as freely to offset other expansionary policies. 

In 1961 the money supply increased by approximately £E50 
million (see Table 14), a 12 per cent increase over the 1960 level. 
The increase was caused almost er sat by the expansion of net 
. claims on government by £E53 Million, A Vaeee part of the increase 
in the money supply occurred as an increase in the note issue, 
which rose 16.7 per cent oyer the previous year. The expansionary 
Bee cicee the increase was cushioned by a sharp drop in velocity, 
‘keeping prices roughly constant. Nominal income rose 6.6 per 
cent, and real income 6.7 per cent. 

‘The drop in ohseryed yelocity may appear to be somewhat 
surprising. The failure of the cotton crop in 1961 greatly re- 
duced the capacity of the economy to import, and led to scarcities 
of imported consumer goods as foreign exchange was diverted to 
capital imports.* Hence with a constant velocity, one would 
expect prices to rise, The failure of prices to do so suggests 
. that price eons were rigidly enforced. The fall in observed 
_ velocity may then haye been caused by shortages of goods, which 
may haye caused the community to hold a higher level of real 
balances then they would otherwise have desired. 

Some support is given to this interpretation by the policy 
of the CBE Ae the following year. Following the advice of the 
International Monetary Fund, the CBE embarked on a stabilization 
programme, Since 1957 the required reserye ratio had been fixed at 
ae OP ae ee ee eee 


1 central Rank of Egypt, Report of the Board of Directors, 
1961. 
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12.5 per cent, although it was varied ees CN Be to farsi tence the 
financing of the cotton crop. In both 1960 and 1961 the reserve 
ratio was reduced to 7.5 per cent for six weeks in order to facili- 
tate tie flotation of new government issues of long term develop- 
ment bonds.> In May of 1962, however, three changes were made. 

The reserye ratio was raised to 17.5 per cent, the rediscount rate 
was raised from 3 per cent to 5 per cent, and the commercial banks 
were informed that ceilings were to be imposed and enforced on 
‘eredit to the non<goyernment sector.* 

‘The result was a drop in the stock of money, narrowly defined, 
by 2.8 per cent; quasi-money increased by 7.3 per cent largely due 
to the increase in United States counterpart funds. Nominal income - 
rose by nearly 6 per cent, and real income by 8.5 per cent as 
prices fell slightly. The recovery in the rate of growth of in- 
come was due mainly to the recovery of agriculture following the 
crop failure of the previous year. 

The CBE returned to an expansionist policy in 1963 and 
1964, money narrowly defined increasing at an average annual rate 
of 16.5 per cent. Money broadly defined increased at the slightly 
lower rate of 15.8 per cent. A sharp fall in velocity dampened 
the expansionary effects of the increase in money; prices rose 
only slightly in 1963 and increased only 3 per cent in 196k. 


Nominal income on the other hand increased at an average rate of 


Beet 
sieitued Bank of Egypt, Credit and Banking Developments, 
1961-62, p. 7. 
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9.7 per cent over the two years, and heeaise of the slight rise in 
prices real aneone increased at an average annual es ofeP.5uper 
cent. 

There is little doubt that the price data, and hence the 
' reported rates of change invreal ineomes must be treated with a 
_ good deal of scepticism. Between 1960 and 1964, according to the 
consumer price index, prices rose at an average annual rate of 
just under L percent, whereas money broadly defined rose an 
_ayerage annual rate of 10.7 per cent. Given the rate of economic 
_ growth between 1956 and 1960, it seems unlikely that Egypt had 
sufficient excess capacity during this time to permit such a 
rapid increase in eel income while maintaining relatively 
constant prices, Hence real income is almost certainly Gvereuateas 
After 196}, prices, although still controlled, were made more 
flexible. 

Goyernment borrowing from the CBE was the main factor under- 
lying the expansion of the money supply. Between 1962 and 1964 
nee claims on the government rose by over E218 million, equivalent 
tovenvannual rate, of increase of over s2) percent. 

For the remainder of the period a much less expansionary 
policy was followed, Both narrowly and broadly defined money in- 
creased slowly at an ayerage annual rate of about 4.4 per cent. 
Although the rate of increase of net claims on government moderated 
somewhat, these still grew at an ayerage rate of 12.2 per cent 
annually. The expansionary effects of the increase in goyernment 


| borrowing were partly offset by the use of additional foreign 
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credits, mainly from the International Monetary Fund. 

Looking at the 1952-1967 period as a whole, the monetary 
authorities followed a generally conservative policy from 1952 to 
1960,. except in 1956, the year of the Suez War. The average annual 
‘rate of increase in broadly defined money was only 2.5 per cent, 

. compared to an annual ayerage growth rate of nominal income amount- 
ing to nearly 6 per cent. Prior to the Suez War, net lending to 
the private sector grew more rapidly than did net lending to the 

_ government; after 1956, the latter grew far more rapidly than did 
Pines former. ‘The expansionary effects of these increases were 

. cguntered by using up foreign assets, thus limiting the increase 

_ in the money Sipe This policy permitted a relatively satis- 
factory rate of growth together with stable prices. 

After 1960 monetary aggregates increased, on average, 
more rapidly and the amplitude of fluctuations around the up- 
ward Oise The higher average growth rate of 
money (nearly 9 per cent, broadly defined) is due to two factors. 
The undertaking of a long term development plan under which nation- 
al income was to double in ten years required, it was argued, a 
more expansionist monetary policy than was the case during the 
previous decade. Second, the near exhaustion of foreign assets 


meant that the expansionary effects of rapidly increasing bank 


lending could not be as easily offset by using up foreign resources. 


. There was considerable variability in the policy actually followed 
between 1960 and 1967, and the CBE at times appeared uncertain as 


to the proper course of action, There is some evidence of conflict 
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between the bank and the government as to the right direction for 
policy, and this may partly account for the apparent uncertainty.* 
In any case, a highly expansionary policy was followed in 1961, 
followed by a very restrictive policy the next year. Expansionary 
policies were implemented during 1963 and 1964, whereas from 1964 
to 1967 a restrictive policy was followed. Overall, real income 
grew at an ayerage annual rate of 4,8 per cent. Prices rose fairly 
' rapidly during the last three years of the period, and this may 
-account for the restrictive policy followed from 1965 to 1967. 
However , the rise in prices may represent to some degree a lagged 
adjustment in controlled prices, although there is no firm evidence 
of this. To the extent that it does so, however, the growth rate 
of real income is understated, 

The CBE appears to haye sufficient instruments at its dis- 
posal to carry out an active monetary policy, although institutional 
factors specific to Egypt mean that these instruments may be 
different from ahose usual in other countries. In general; the 
Lis erie is of little influence on investment taken as a 
whole, since the bulk of investment is performed by government 
or by nationalized agencies. On the other hand, the Bank does 
control fairly precisely the quantity of money. Commercial banks 


have frequent recourse to the CBE, and in fact this is the main 


Bee Central Bank of Egypt, Report of the Board of Directors 
for the years 196465 and 1965-66, 
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system. Ceilings are placed on bank credit extended to all sectors 
of the economy and this permits the CBE to distribute the flow 

of financial resources among the various sectors in accordance 
with government policy. Since both the level of credit and its 
allocation can be controlled by the monetary authority, monetary 
policy can be an important factor in determining economic growth. 
The influence of monetary changes on income will be examined in 


Chapter Y. 
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. CHAPTER IV 
‘MONETARY POLICY AND SAVING 


In general, if the rate of growth in most developing 
countries is to be increased either domestic saving must increase 
or additional foreign aid must be obtained. It Le 7Or course, 
true that the increased saying must be productively invested. This 
is likely to be less of a problem over the medium term ae is the 
_ generation of real sayings, particularly in the case of countries 
in which a large proportion of new investment is carried on by 
the goyernment either directly or indirectly. 

. Hence an spaces eg goal of monetary policy in such 
countries must be to increase the rate of real saving. Monetary 
“policy can do so in essentially three ways. First it can affect 
interest rates. To the extent that savings are a positive function 


of interest rates and a negative function of wealth, a policy of 


higher interest rates will lead to higher savings. If, on the other 
hand, saving is a positive function of wealth, whether wealth effects 


resulting from higher interest rates will offset the positive 


substitution effects een only be determined empirically. Second, - 
to the extent that howey Maansier exists, the monetary authority 
may be able to increase real saying through pursuing an inflation- 
ary policy. This amounts to jcesres that real saving isa positive 
function of nominal income, and thet the substitution and wealth 


/ effects of the lower interest rates which are implied are re- 
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latively weak. Third, if real saving is assumed to be a function 
of real income, to the extent that monetary policy is success— 
ful in increasing real income, real saving will increase. 

Several investigations into the nature of the savings 
function in developing countries haye been made during the last 
decade.* These have included both cross-section studies of groups 
of countries and time series studies of particular countries. Hy- 
potheses tested range from relatively simple functions using either 
current or permanent income as the independent variable to more 
HPS functions allowing for differing income distributions, the 
inflow of foreign resources, various interest rates, and the rate _ 
of change of prices. 7 In general, cross-section studies indicate 
that changes in income explain most of the changes in saving. 
Interest rates turn out to be insignificant, as do price changes. 
These general conclusions do not hold for time series studies of 
particular countries, however, er example, using Indian data, 


K. L. Gupta found that the coefficient of saving on the interest 


Agvet this chapter was completed, an excellent brief re- 
view of these appeared in the Journal of Economic Literature. See 
Raymond F. Mikesell and James E. Zinser, "The Nature of the Savings 
Function in Deyeloping Countries: A Survey of the Theoretical and 
Empirical Literature," Journal of Economic Literature, 11 (March, 
1973), pp. 1-26. 


For examples see H. &. Houthakker, "On Some Determinants 
of Saying in Developed and Underdeyeloped Countries," Problems in 
Economic Development, ed. E. A, G. Robinson (New York; Macmillan 
and Company, 1965); JI. Friend and P. Taubman, "The Aggregate 
propensity to Save: Some Concepts and Their Application to Inter- 
national Data," Review of Economics and Statistics, 48 (May, 1966), 
pp. 113-23; N. H. Leff, "Dependency Rates and Savings Rates," 
American Economic Review, 59 (December, 1969); pp. 880-96; K. L, 
Gupta, "Personal Sayings in Developing Nations; Further Evidence,’ 
Economic Record, 46 (June, 1970), pp. 243-49, K. L. Gupta, "On 
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rate was positive and significant in the case of per capita saving.* 
. This contrasts with J. G. Williamson's finding that interest rates 
had either a negative or insignificant impact on saving in Korea, 
Japan, Taiwan, Burma, the Philippines and Taio The substantial 
. differences in the coefficients. on the various independent variables 
which result from time series studies of individual countries bring 
into question the usefulness of using cross-section methods to 
study the sayings function. A more promising approach to studying 
the determinants of saying is to use time series analysis of part- 
icular countries. It is possible that functions embodying re- 
latively few variables may fit specific countries rather well. 
Moreover, from a policy Viewpoint the government of a given develop- 
ing country needs to know the saying function appropriate to that 
country rather than a generalized international savings function 
if it is to attempt to increase the rate of economic growth through 
increasing the rate of saying. 

In the present chapter, statistics on savings in Egypt are 
presented and discussed, together with an analysis of the effect 
of goyernment policies on saying with particular reference to the 


role of Monetary Policy. Various sayings functions will then be 


Some Determinants of Rural and Urban Household Saving Behaviour," 
' Economic Record, 46 (December, 1970), pp. 578-83. 


L e e 
. K. L. Gupta, "Personal Saying in Developing Countries: 
Farther Eyidence," p, 248. 


“r. G. Williamson, ten Saying in Underdeveloped and 
Deyeloped Countries; An Intertemporal Cross-Section from Asia," 
'Eeonomic Record, 44. ( June, 1968), pp. 194-210.. 
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fitted in an attempt to.determine the effects on savings of changes 


in income, interest rates, and prices. 


Savings in Egypt 1945-1967 
Statistics on savings prior to 195 ace A ee SO and 

at best only the roughest kinds of inferences could be made. A more 
comprehensive analysis can be made for the period after World War 
pe ena particularly after 1952. ven here, however. data problems 
occur, largely because of frequent re-classifications of data 
which make it difficult to draw up a consistent series of figures. 

| ‘The definitiye work on aggregate savings in Egypt was done 
‘by: Professor Bent Hansen for the Egyptian Institute of National 
Planning,* His results are reproduced here as part of Table 15, 
and his methodology has been followed in re-estimating his pro- 
yisional figures for fiscal 1963, and in deriving estimates for 
fiscal years 1964 through 1967. The estimates are derived from 


either of the following sets of national accounting identities: 


(3) GNP - PNI = PDGI 
(ii) PDGI -PC = PGS 
| > or 
Git) | Gr > & NFB <= DGS 
(iv) DGS <« PS = PGS 


GNP is gross national product, PNI is public current net in- 
come, PDGI is private disposable gross income, PC is private con- 


sumption, PGS is ‘private ‘gross apenes > GI is gross investment , NFB 


a 


vo ©) Ba Hangen, Seeinee in the “UAR (he t) 1938-39 and 1945-h6, 
1962-63, Memorandum No. 551 (Cairo: Institute of National Planning, 


(March, 1965). 
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is net foreign borrowing, DGS is domestic gross savings, and PS is 
public savings. Private Saving is thus estimated as a residual, 
and to this extent is subject to error, since it will contain any 
errors in all the other epee from which it is derived. Moreover, 
Mhrecaraeay stock ahah cee pree4} 1964 add a further possibility 
yeeersr? Hansen suggests that his figures may be out by from 2 to 
3 per cent of GNP and thus claims that this saving series can only 
be used as a aviee> Data on stock adjustments have been published 
since 1964, so the statistics are somewhat more reliable for the 
last three years of the series. 

Sayings in Table 16 are defined ready, in part because of 
statistical on taecene, Public sayings includes, in addition to 
budgetary sayings, the accumulation of funds in the public general 
insurance and pension authority and the general organization for 
social insurance, but does not include profits of the publicly 
uebar cnneeen wed attached to the various economic organizations. 
Since the social security plans are compulsory, and the funds are 
ayailable to the goyernment, a case can be made for including 
ie 2 Coed as part of public saving, although they are 
to at least some degree a substitute for private saving; the 
correlation coefficient between the annual percentage change in 
private saying and the annual percentage change in social security 
funds ig <.41, On the other hand, since the publicly owed 
eam atis. Sere under goyernment control, and because their accumu~+ 


lated. funds are also at the disposal of the government (particularly 
ve A 


lyansen, Sayin s in the UAR, p. 7. 
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since 1966, see below), they should also perhaps be considered as 
part of public rather than private saving. They are not classified 
in this way because there is still considerable autonomy on the 
part of company management, and profit remains the main criterion 
of success. Moreover, although investment for such companies ve 
largely centrally planned, new regulations permitting some flex- 
ibility in the use of profits without reference to central authority 
. haye recently been introduced. Thus there remains a conceptual 
problem as to how publicly owed companies should be treated; 
official UAR statistics submitted to the International Monetary 
Fund continue to place publicly owned companies in the private 
sector. Table 16 gives an estimate of the proportion of private | 
saving generated by publicly owned companies since 1962. 

Domestic gross sayings as a percentage of GNP was little 
_ changed in 1967 from that prevailing in 1945 (Table 15). The re- 
lative constancy does, however, mask the significant variations 
in the ratio which waceureen during the period. The 1945 figure is, 
Of course, lagh because of World War If, and thejlow figures for 
the dasa two years can be largely attributed to the explosion of 
pentup demand typical of most countries after hostilities ceased. 
Between 1948 and 1952 the substantial increase in real income led 
to a marked increase in the sayings rate. The main reason for the 
increase in income was the improyement in Egypt's terms of trade 
resulting from the strong demand for cotton during the Korean War. 
As was discussed in the preyious chapter, a relatively few land- | 


owners held the bulk of the land. It is possible, then, that the 
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distribution of income became more unequal between 1948 and 1952, 
with saving in the agricultural sector being the main component 
in the higher rate of saving for the economy as a whole. It is 
unfortunate that because of the aggregate nature of the available 
statistics no evidence on this question can be presented. 

From 1952 until 1962, the gross saving rate fluctuated 
around 12 per ee with the exception of the low rate in 1952-53 
. consequent upon the disruptions caused by the Revolution. Since 
; the beginning of the first five-year plan, and the subsequent 
series of nationalizations qaetdeeed in Chapter I, the ratio has 
increased somewhat, hut rather less than one would have expected 
given the plan target for doubling national income in ten years. 
The plan was based on the assumption that the savings rate could 
he quickly raised to 14 per cent during the first year of the 
plan weriod,.and was, expected 20. reach CO per, cent by 1965.7 Only 
in 1965 and in 1967 was the 14 per cent rate approached. 

ee to a consideration of the components of gross 
domestic saying, private gross saving since World War II remained 
relatively stable at around 6 percent of gross national product 
until 1954, with the exception of the very low levels just after 
the end of the war. Between 1952 and 1960 private savings as a 


percentage of private disposable income tended to fluctuate con- 


1 : a . s iJ 
Hansen and Marzouk, Deyelopment and Economic Policy in 
the UAR (Egypt), p. 309; Central Bank of Egypt, Economic Review, 
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of the estimates, and in particular to unrecorded stock changes. 
Surely’ this can only be part of the explanation, however. . For 
example, the sharp increase in 1954 may be due to the land reform 
programme which may well haye increased investment in agriculture. 
Eyen though the actual land Pedicteenarion was small in these early 
_ years, the effect may have been pronounced. Furthermore, the 
announced intention of the government to pursue a laissez-faire 
' policy generally and to encourage both industry and private inveoee 
ment may underlie the relatively high rate of close to 11 per cent 
through 156-57. — The fall in the period 1958 through 1960 may 
-be due, as Hansen suggests, to unrecorded stock increases after 
the Suez War and re a temporary fall in private ee following 
the increased rate of taxation as a result of the War. But a 
major reason would seem to be uncertainty on the part of the 
. business community as to the future course of the economy. As 
was pointed out in center I, the business community failed to 
respond to the government's expectations, and the failure of the 
1957-1960 industrial development plan was attributed to a serious 
short-fall in business investment. This is reflected in the 
low rates for private saving in the late nineteen fifties. 

This ee aan is supported by comparing the private 
sayings ratio in 1961 with that of 1960. The wave of national- 
izations in mid 1960 and in 1961, which was discussed in Chapter I, 


resulted in much of the industrial sector coming under government 


Hansen, Sayings in the VAR, p.. 8. 
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control. ‘The sharp increase in the private sector savings ratio 
in 1961 is almost certainly due to the government's assumption 

of control over a large component of private saving. That the 
private savings ratio could he raised SO quickly supports the 
argument that low leyels of business saving were the cause of the 
low private savings ratio of the preceding few years. 

Between 1961 and 1967, the private Savings ratio increased 
steadily to 15.6 per cent, Total Saving as a percentage of GNP, - 
howeyer, changed very little because of the fall in public saving. 

It would be ugeful to. break down private saving into its 
. components; household, private corporate, and public corporate. 
Unfortunately, statistics for households and for private corp- 
orations are unayailable separately; however, private corporate 
saying and inyestment is known to be insignificant since 1961. 
Private saying narrowly defined has fluctuated between 5.1 and 
6.3 per cent of GNP oyer the period; the jump in 1967 is poeeieiy 
due to the 50 per cent increase in the compulsory saving scheme 
imposed in that year. On the other hand, public company profits 
as a per cent of GNP haye shown a steady rise. Table 16 provides 
an estimate of public corporate saving since 1963. 

Turning now to the sources of public saving, Table 17 shows 
that public saying has increasingly depended on the accumulation 
of funds under the compulsory social insurance programme. Budgetary 
surpluses were earned until 1961, but since then increasingly large 
deficits haye been realized, Brae: the introduction of the com 


pulsory social insurance programme, howeyer, premiums (contributed 
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TABLE .17 


PUBLIC SAVING, 1952-1967 


Budgetary Surplus Social Insurance 
Year Saas © Deficit Accumulation 
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3953) 
1954 
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Source: For 1952-61, Hansen, Savings in the UAR (Egypt), 
1938-39 and :1945-46 to 1962-63, Memorandum No. 551, Institute 
of National Planning,Cairo; for 1962-67, Budgetary data of the 
UAR. Data are for fiscal years ending June 30. 
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by enpLloyer a employee in both public and private companies) 
have exceeded claims leading to a significant accumulation of 
funds. These may. permit public Saving to continue to increase 
after the economy completes its readjustment to conditions following 
the June 1967 hostilities’, since politically the programme represents 


a relatively painless way of increasing taxes. 


The Role of Financial Institutions 

Throughout the post<war period domestic investment in Egypt 
exceeded domestic sayings by an amount which increased sharply after 
planning began in 1960 (see Table 15), The difference between 
domestic saying and domestic investment was at first filled by draw- 
ing down foreign reserves accumulated during the War. These were 
exhausted by 1960 and the subsequent gap had to be filled by foreign 
borrowing, floveveed the potential for foreign borrowing has been 
nearly exhausted in recent years, so that Egypt faces balance of 
payments problems and a possible cut<back in its development pro- 
gramme unless domestic saying can he significantly increased. 

Goyernment policy to promote saving since the national- 
ization of 1961 has been to build retained profits within the public 
Uasane AONE and to encourage private saving both by exhortation and 
eet ees Table 18 shows the development of saving through the 
banking system. Time deposits are largely those of the corporate 
sector, This category has increased significantly, especially since 
1964. Purely private sayings, which consists of savings deposits in 
he eommer etal banks and the Post Office Saving Bank, have also in- 


creased, but not as rapidly as might haye been expected given the 
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relatively high private marginal eeonenelee to sayeru One reason 
is that income may haye been redistributed toward profits in Pent 
years through fairly substantial increases in controlled prices 
_ @uring 1965 and 1966. Tieweecand and probably more important 
reason, howeyer, is that a ceiling was placed on savings accounts; 
initially it was set at two thousand Egyptian pounds and was later 
raised to five thousand Egyptian pounds. A third reason appears to 
Dene fear on the part of depositors that large accounts may lead to 
unwelcome attention from tax authorities. Finally, it is possible 
that the banking nationalizations and subsequent reorganization 
may haye fee to some loss of confidence in the banking system which 
was slow in eI overcome. 
In 1965, a compulsory sayings scheme was introduced.” This 

_ initially proyided for payroll deduction of one-half day's wages 
per month, later raised to three<quarters of a day's wage. The 
money was placed in an He the Paying Super scent. anveres., (vax -iree, 
which could not be drawn upon for five years except in very exception- 
al betnuted pratt In a further attempt to mobilize savings the 
National Bank of Egypt was aathortres to issue long term savings 
certificates, which would be tax free but Homer racetersutes: These 
sold relatively slowly at first, but were then combined with a 


lottery and haye since done rather better. 


1 ' 
| Estimated later in this chapter to be .222 over the 1953-67 
period, See Table 20, p. 108. 
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Government policy towards private saving appears to. be 
something of an anomaly. On the one hand, there is no doubt that 
private saving is to be encouraged. On the other, the ceilings on 
bank accounts, the close government supervision of the banking 
system, and the pe eeiore lalrecard of confiscation during the 
early 1960's cannot but discourage private depositors from en- 
trusting their funds to the banking system. Hoarding can, of 
eounses be matched by an equal amount of credit creation without 
inflation but the threat of dishoarding is always present. More- 
oyer, the work of Raymond Goldsmith suggests that to at least 
some extent sayings may be a function of the range of financial 
institutions ayailable,* Hence policies which lead to public dis- 
trust of the financial system may be counter-productive with 
respect to increasing private saving. 

Apparently dissatisfied both with the extent and with the 
allocation of sayings made by publicly owned companies, the govern- 
ment introduced changes in 1966 requiring companies to deposit un- 
faa ened profits with a newly created investment fund which would 
be caveat Treasury.° This fund was intended to reduce the 
‘amount of government borrowing necessary to finance planned develop- 
ment projects. 

During the latter part of the period, interest rates rose 
fairly rapidly, accompanied by an increasing degree of inflation. 

Firs ss gag sia Ae kg eA ee rk pels eS ee 


a 5 
Raymond Goldsmith, Financial Structure and Development (New 
Hayen; Yale University Press, 1969). 


Central Bank of Egypt, Economic Review, Vol. VI, Nos. 2 


and 3. 
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The effect of higher interest rates and higher prices on real saving 
depends on the nature of the savings function. This will be the 


subject of the next section. 


a 


The Determinants of Saving in Egypt 


In this section savings functionsare fitted to the data pre- 
sented in the first section in order to study several of the factors 
determining saving in Egypt. Three questions are of CoMeSR from the 
point of view of monetary policy. First, of primary importance is 
the size of the marginal propensity to save. If the marginal pro- 
pensity exceeds the average, the proportion of income saved may be 
Attire to increase as income grows hence permitting proportion- 
ately more investment and a higher rate of growth. Evidence from 
other studies is mixed. Chenery and Eckstein ,~ in a study of 
saving in sixteen Latin American countries, found that the marginal 
ronenet ty to save exceeded the average in only three of the sixteen. 
Johnson and Chiu® in their study of thirty countries found that in 
only about half of the countries did the marginal propensity exceed 
the average, whether household or private saving was used as the 
dependent variable. On the other nena’ Witenes: study of six 


Asian countries showed only three countries with an average propensity 


1 ' 
H. B. Chenery and Peter Eckstein, "Development Alternatives 


for Latin America," Journal of Political Economy, 78 (Supplement, 
July-August, 1970), pp, 966-1006, 


emirates W. Jobnson and Jobn S, Y, Chiu, "The Saying~Income 
Relation in Underdeyeloped and Deyeloped Countries," Economic Journal, 


78 (June, 1968), pp. 32133. 


Williamson, "Personal Saving in Developing Nations: An 
Intertemporal Cross-Section from Asia," pp. 197-201. 
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| greater than the marginal, and in all three cases the coefficient 
on the intercept was not Statistically a aps olla in: hie mane 
of Brazil, Lefet found that the average propensity exceeded the 
marginal, whereas Gupta” found in India's case that the marginal 
propensity exceeded the average whatever definition of saving he 
used as the dependent variable. 

The second important question is the extent to which changes 
in ihe rove of interest influence Saving, and the direction of this 
influence, Again, eyidence from other countries is mixed. Wiliian- 
son™ found that the correlation between saving and real interest 
rates was negative for all six of the Asian countries of his study, 
whereas ie haseoy found that in India the real rate was positively 
related to saying. Since interest rates in Egypt are closely con- 
trolled by the monetary authority, if lh th is significantly 
influenced by interest rates there may be some scope for using 
changes in these rates as a device to increase saving. 

The third question to be investigated concerns the influence 
of price changes. Even in the absence of money illusion, changes 


in-the price leyel will affect aggregate real saving if, as seems 


as 
Leff, "Marginal Savings Rates in the Development Process: 
The Brazilian Experience," p. 615. 
2 . 
Gupta, "Personal Saying in Developing Nations: Further 
Eyidence," p, 2h, 


Padnemaory "Personal Saying in Deyeloping Nations," pp. 204- 


O05; 


sf easties "Personal Saying in Developing Nations: Further 
Eyidence," pp, 247-48, 
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likely, income distribution changes as a result and individual 
marginal propensities to save differ. If money illusion exists, 

a rising price level may stimulate aggregate eee Should ae, 
changes in Egypt prove to be positively related to real saving, 

it could be argued that a somewhat higher real Pate of growth 
could be generated by following a more inflationary policy. 

In fitting savings functions to Egyptian data, several 
statistical difficulties are apparent: first. the relatively low 
number of observations; second, the tentative nature of the data 
itself; third, the fact that neither interest rates nor price 
leyels are freely determined in the rer In order to use as 
much of the data as possible it was necessary to adjust for the 
change in 1952 from calendar to fiscal year reporting. oThis was 
done by the simple, if crude, procedure of averaging the year— 
end data to get an approximation of the annual flow of saving and 
income at the end of the fiscal year. Two interest rates series 
were ayailable; the rate on long term government bonds back to 
1945 and the yield on treasury bills back to 1953. These are 
given in Table 19, Regressions were run using each of these, 
on the assumption that the yield on government bonds would serve 
as a proxy for long term rates and the yield on treasury bills 
as a proxy for short term rates. The latter assumption is not 
likely to hold in practice. Treasury bills are sold exclusively 
to the banking system, making up a large part of secondary reserves. 
Their yield could only serye as a proxy for short term interest 
rates Lf. the market for loans functions smoothly enough so that 


changes in their yields are reflected in rate changes elsewhere. 
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TABLE 19 


PERCENTAGE YIELD ON GOVERNMENT LONG TERM BONDS, 1945-1967 
AND ON TREASURY BILLS, 1953-1967 


ooo eee 


Year ‘Treasury Bills Long Term Bonds: -° 
1945 es 2.76 
19h6 - 2.74 
1947 re 2.72 
1948 -~ 2.80 
1949 a 3.09 
1950 - 320 
1951 ‘ ee 
1952 : nl 
1953 RTF. ay, YS 
195) 615 Sco al 
1955 “15 ns 
1956 1.00 3.38 
1957 1.01 we 
1958 2°03 3.52 
1959 1.02 3% 61 
1960 1.05 3.39 
1961 eb, Og: 3.78 
1962 1.00 4.15 
1963 1.27 #89 
1964 L202 6.4h 
1965 1.00 5.96 
1966 00m 5.94 
1967 1.00 6.85 


Source: Central Bank of Egypt, Economic Review, various 
issues; International Monetary Fund, International Financial Statistics, 
various issues. 
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There is no evidence that such is the case. Although by no means 
ideal, the long term government bond yield seems to be more promising. 
The bonds are marketed more broadly, rates fluctuate to a greater 
extent, and there is participation in the market by non-bank insti- 
tutions. A priori considerations would lead one to expect that 
changes in this rate would have some positive influence on saving, 
at least that part which is generated in the corporate nukes te 

_The choice of what price index to use as the deflator and 
“e a measure of price iene was made somewhat arbitrarily. Con- 
Sumer prices are closely controlled in Egypt, and showed little 
change until relatively late in the period. Wholesale prices, 
while not as tightly controlled, tend also to be relatively stable 
Since much of the wholesale trade is wholly or partially in govern- 
ment hands, Functions were fitted using both price indices alter- 
natively as deflators; little difference in the results occurred. 
Results presented here use the consumer price index as the deflator. 

There are two general forms of the savings function which 

theoretical considerations suggest may be applicable. The first 
is the Keynesian relationship in which real saving depends upon ' 


real income. When estimated in linear form, the intercept co- 


il 
Although the goyernment controls a large proportion of the 


corporate sector, corporate managers prior to 1966 had considerable 
freedom to decide how to allocate retained earnings within the broad 
constraints of the deyelopment plan and under the general financial 
supervision of the hanking system (seé Chapter II, pp. 46-48, 61-62). 
The implementation as far hack as 1957 of regulations perscribing 

a minimum percentage of profits that must be used for the purchase 
of government bonds suggests that the government was dissatified 
with the extent of corporate participation in the bond market. 

One may conjecture that one reason for the low. level of partici- 
pation was the low yield on long term bonds preyailing for most of 


the period. 
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efficient is expected to be negative, and the coefficient on income 
positive. This implies a marginal propensity to save greater oe 
the average propensity to save. The second form of the function, 
associated with the euubos Walton smpieaaae and his followers, 
relates real saying to permanent or expected income; empirically, 
permanent income is approximated by some type of distributed lag. 
When estimated in linear form, the intercept coefficient is ex- 
pectea to approach zero, the Peete on permanent income to 

be positive and less than one, and the coefficient on ec eay 
income to be positive and close to unity. 

When interest rates are introduced into the equation, the 
sign of the coefficient become much less straightforward. An 
increase in interest rates reduces current wealth. Hence to the 
extent that saying is a function of wealth, saving should fall aa 
the sign should be negative. ae eae the substitution effect of 
a rise in interest rates is, of course, positive in the sense that 
an increase in yields implies a fall in the price of bonds which 
leads to a net increase in bond purchases.* As noted earlier, the 
a idence in the literature is inconclusive, and it seems probable 
ae the effect of interest rates varies between countries and | 
ET GEES TORIES Sel © tO MAPPER ee) A EL, 1 ARIES Li Sees A en a 


a Malton Friedman, A Theory of the Consumption Function 


(Princeton, New Jersey: National Bureau for Economic Research, 1957). 


“this assumes well<functioning financial markets in the 
sense that a higher bond rate will ultimately lead to a higher 
spectrum of yields for all forms of assets, and so lead, at the 
margin, to the substitution of saving for consumption. The 
extent of the effect on saving will depend on the sensitiveness 
of portfolio managers and savers to change in the rate of interest. 
See M. L. Burstein, Money (Cambridge, Mass.: Schenkman Publishers 
Company, 1963), pp. 216-25. 
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possibly over time. 


Real iong term interest rates, R., were approximated by sub- 


L 
tracting from the average annual yield on long term government bonds 
the annual rate of change of the consumer price index. The Ries 

_ covers the years 1947 to 1967. Short term real rates, Ro» ra 
approximated by the annual yield on three month treasury bills less 
one-fourth of the annual rate of change in the consumer price index; 
the series runs from 1953 to 1967. Other variables are defined as 
follows (money yalues are in millions of constant 1963 Egyptian 


pounds); 


domestic gross saving 


aT} 


Sor =  priyate gross saving 
= gross national product 
or = private gross disposable income 
DP = annual rate of change in the consumer 
price index 
N = population in millions 


permanent variables are designated 
with an asterisk (*), transitory with t. 


Table 20 presents the regression results for the basic Key- 
nesian savings function, estimated over the twenty year period 1947- 


1967 and also 1953-1967, which begins with the first full year of 


1 Whether total or private concepts of saving 


ane obyious question which arises in the empirical work is 
whether such events as the Suez War and the nationalizations of 1960- 
61 affected saying. Dunny variables were included in the various 
functions during the estimation process in an attempt to investigate 
that possibility. In no case were the coefficients on the dumy 
yariables significant, 
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AGGREGATE; 


I9OL7T = 196T 


1953 - 1967 


PER CAPITA: 


1947 - 1967 


1953 - 1967 


TABLE 20 | 


REGRESSION RESULTS, ABSOLUTE INCOME FUNCTIONS 
————— ee Se TLD 
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and income are used, the Keynesian function provides quite a good 
explanation of saving over the periods of estimation. Both slope 
and intercept coefficients are significant at the 95 per cent level 
except for the aggregate and per capita total savings functions 
estimated over the 1953 to.1967 period. For the latter, the slope 
coefficient remains highly significant; the intercepts are signifi- 
cant at the 90 per cent but not at the 95 per cent level. The 
estimated aggregate marginal propensity to save over 1947 to 1967 
is N16); Slightly oyer the .134 average for Latin America reported 
by Chenery and Eckstein.~ When private concepts of saving and in- 
come are used, the marginal propensity to save is .217 on an aggre- 
gate basis and ..302 on a per capita basis. The aggregate measure is 
slightly above the .203. for Asia reported by Williamson ,° and the 
vidoe Ori India reported: by Gupta,” whereas the per capita marginal 
propensity is somewhat less than .349 for India reported by ee? 
Both Williamson and Gupta used personal rather than private concepts 
of saying and income, so the comparison can only be approximate. 

An alternative form of the saving function is to use the 
permanent income hypothesis of Friedman. The results of estimating 
the function in this form are given in Table 21. Permanent income 


was approximated by a weighted three year moving average of income ; 


ai: : 
Chenery and Eckstein, "Deyelopment Alternatives for Latin 


America," p. 998, 


“Williamson, "Personal Saying in Developing Nations," p. 200. 


Sip ee } 
Gupta, "Personal Saving in Developing Nations: Further 
Eyidence," p. 2h, 
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TABLE 21 


REGRESSION RESULTS, PERMANENT INCOME 


AGGREGATE; 
1949 -— 1967 Ss Ee hy er -159Y Pe iTy. Re =~ .913 
Bt Oren (Alt 2K, ) mil. c549) DeWeese ee5 
= * t = 
Sor =e 212 .09a+ -21TY + -099Y, Riga 1 OUT 
(563) | (10238 (2205) D = 1.hh 
% t -2 
1955 -— 1967 S Bae 35k 58 tebe SO Yenewuceley Baal O11: 
(e666) abl. ia. .lee7) DW. = 1 3200 
=2 
Sop = 7150.9 + o5hy — .187y° Ro = S81y 
(27208 co (Te.45i) (. 404) DW seeds 1. 
| PER CAPITA: 
1949 ~ 1967 S/N = - 3.63 + 187 /1 _.164Y IN Re = a> 
, (2599) Ch Oh as (01) D.W. = 2.0) 
S/N S.C +O te oh _318Y /N +.161Y9y ee -732 
i (3.95) (5.98)  (.463) ‘DW. = 1.92 
% -2 
1955 — 1967 COUN) aero TON ~.309Y9n Re e815 
EPPO YP" *C7 S39 yRen( PIL) DAW. 2=0K3705 
=2 
5 fy = - 9-70. + .351Y/N -—.332Y)N Rak wap 
hs Cleon bone ky) Ce THO) Dawe = een 


Note: +t statistics are in parentheses. 
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the weights were arbitrarily chosen plies <60yI30 rand 20 Mand 
were applied to income in periods t, t-l, and t-2. Regressions 
were run with other weighting patterns, and the results did not 
differ greatly. Other studies have ubedaocnie two or three year 
moving averages; this is equivalent to assuming a weight of unity 
for each period. 

The permanent income hypothesis does not appear to con- 
stitute an improvement oyer the Keynesian absolute income hypo- 
thesis as far as Egypt is concerned. Although the coefficients 
on transitory income are positive for aggregate and per capita 
total and private saving and income for the 1949 to 1967 period, 
the coefficients are not significant at the 90 per cent level. 
Moreoyer, the Siena cima are smaller than the coefficients on 
permanent income, and the intercepts are significant at the 95 


“pen, cent,leyel..)4 Bothythe)datter. results are contrary to the hypo- 


thesis, which suggests that the intercept should approach zero and 


the coefficient on transitory income approach unity. For the 1955 


to 1967 period, the coefficient on transitory income is in all cases 


negative.and not significant at the 95 per cent level. 


These results contrast with certain of the results reported 


by Williamson and by Gupta, Williamson found some degree of support 


for the permanent income hypothesis in his:study of six, Asian~:. 
éountries.*. For four of the countries under investigation, the 


marginal propensity to saye out of transitory. income was positive 


Ss apes : 
Williamson, "Personal Saving in Developing Nations," 
pp, 201-01, 
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and greater than the marginal propensity to save out of permanent 
income; only in the cases of Taiwan and India was Ape coefficient 

on transitory income negative. However, his cross-section estimate 
yielded a coefficient on transitory income that was not significantly 
different from zero. 

In his studies of India, Gupta found, using a two year 
moying average of actual income, that when permanent and transitory 
. concepts of income were made explanatory variables the fit of his 
Sayings function was somewhat improved.* In a subsequent article, 
he found that when separate sayings functions, using “pete 
and transitory definitions of income based on a three year moving 
ayerage, were fitted to urban and rural income separately, the re- 
sults were considerably improyed over those using actual income.“ 
However , in none of the cases that he inyestigated did he find 
that the marginal propensity to save out of transitory income 
approached unity as predicted by the hypothesis. 

Gupta's finding that the savings functions differ signifi- 
cantly when income and saving is divided into rural and urban com- 
ponents is, suggestive, dita it may well be that greater support for 
the permanent income hypothesis as an explanation of saving in 
Egypt might be generated if a similar procedure could be followed. 
The dacddeeitaliey of Egyptian data relating to rural and urban 


income precluded such an approach here. 


1 : : 
Gupta, “Personal Saying in Developing Nations; Further 
Eyidence," pp. 2usat6. 


aia "On Some Determinants of Rural and Urban House- 
hold Saying Behayiour," pp. 580-81. 
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Real interest rates were then added to the absolute income 
functions and permanent real rates to the permanent income functions. 
The results are shown in Tables ee. and 23,+ Looking first at the 
absolute income functions, in none of the equations is the co- 
efficient on either the short or long term reve significant at the 
90 per cent level. The signs of the coefficients are negative 
except when private concepts of saying and income are used with. 
he long term real rate. The generally negative coefficients are 
in accord oan eens ace oe finding of negative coefficients on 
Peni interest rates, although the lack of statistical significance 
is contrary to his detnatter Permanent interest rates were approxi- 
mated by the same weighting pattern as was used in deriving perman— 
ent income. Although the coefficients are not significant at the 
90 per cent leyel, they are everywhere positive. Little change 
in the explanatory power of the equations results from the addition 
of real rates and permanent real rates respectively. 

The annual rate of price chane and the permanent rate of 
price change were then added to the absolute and permanent income 
functions respectively; the results are shown in Table 2h and 25. 
Looking first at Table 24, the price coefficients are everywhere 
positive, but are insignificant at the 90 per cent level. Little 
change in the explanatory power of the equation results; the size 


and significance of the intercepts and the income coefficients are 


Williamson, "Personal. Saying in Developing Nations," p. 205. 
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REGRESSION RESULTS, ABSOLUTE INCOME AND REAL INTEREST RATES 
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TABLE 23 


REGRESSION RESULTS, PERMANENT INCOME AND PERMANENT REAL INTEREST RATES 


AGGREGATE: 
* + ¥ -2 
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TABLE 24 


REGRESSION RESULTS, ABSOLUTE INCOME AND PRICE CHANGES 


RSNA a i Oe i ee ee 
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TABLE 25 


REGRESSION RESULTS, 


PERMANENT INCOME AND THE RATE OF CHANGE OF PERMANENT 


AGGREGATE: 
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price change is senpuriete negative, but not significant. Again, 
little change in the explanatory power of the squavaen results. 

There appear to be three possible reasons for the insignifi- 
cance of the coefficients on the real interest rate and on the 
annual rate of change in me price level. First, che measure of 
short and long term real interest rates may be inappropriate. 
Ideally, one would prefer to have more direct measures of the return 
on saying, such as the average dividend rate on common stock or 
the interest rate paid on sayings deposits. Statistics on divid- 
ends are ayailable only from 1954 to 1959, too short a period to 
be of any empirical help. Jn any case, the dividend rate is an 
unreliable measure of the return to sayings since dividends rose 
quickly throughout the nineteen fifties because of nationalization 
fears. Bank deposit rates were fixed at relatively low levels 
throughout most of the period, and hence no series of such rates 
haye been published. The measures used, besides being the only 
ones ayailable, are in accord with those generally used in studies 
of other developing countries. 

The second, and more important reason, is that interest 
rates were so low tepeuemesettest of the period that real interest 
rates often became negative. Interest rate movements were almost 
always dominated by changes in the price index. Third, the price 
jndex itself reflected to an increasing degree the widening of 
price controls during the latter half of the period, Hence, the 
price of goods and aaryices included in the index were unlikely 


to represent true scarcity prices, and so any measure of real 
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interest rates and of price changes using these indices may be in- 
appropriate. Notwithstanding aire arguments, however, the fact 
that the findings reported Here are broadly consistent with those 
reported for other developing countries suggests that the measures 
used Here are no worse than those ted elteutiere, 

Summarizing the evidence, the prime determinant of saving 
in Egypt appears to be the level of real income. When permanent ' 
and transitory income are used as explanatory variables, Pye reoe 
efficients on transitory income are negative both in aggregate and 
per capita forms for the 1955 to 1967 period and positive for the 
19149 to 1967 period. =The low absolute size of the coefficients 
and their lack of significance may be due to the relatively low 
leyel of transitory income per capita (in most years well under 
one pound}. A priori, it seems possible that such a relatively 
small leyel of tpt nbacthe anetns is likely to be consumed, with 
sayings rising only when such increases are expected to continue, 
ives, woen Seine hae Income 1NCre@seas.) Neacuer real inLerest 
rates nor the rate of change in the price level were significant. 
Nevertheless , some tentative conclusions can be drawn. The fact 
that the coefficient on expected rates* is positiye suggests that 
increases in real interest rates which are expected to continue 
may lead to increases in saying. More specifically, the changes 
in real rates Heyl etiape heen caused by changes in the price 


ee 


be a proxy for the expected rate. 
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leyel, Should interest rates he permitted to rise to the point 
at which the nominal rate approximates the, real ss ae cost 
ene some stimulus to saying might pean In Egypt, rates 
were kept low as a matter of policy until the mid nineteen sixties. 
With most investment now heing directly or indirectly carried out 
by the state, little negative effect on investment would be likely 
to result from higher rates, 

The rate of change in the price level entered the 
absolute income functions positively and the permanent income 
function negatively, although the coefficients were not significant. 
Neyertheless, one might tentatively conjecture that unanticipated 
ee increases are not fully discounted, and some positive effect 
on saying results. Once price increases are anticipated and ad- 
justed for, scum e dea negative effects on savings results. It 
‘will be suggested in the next chapter that a somewhat higher rate 
of economic growth might haye been achieved during the late 
nineteen fifties had a higher sléyel of inflation, been accepted. 
In the short run, the higher rate of inflation might have mildly 
stimulated sayings. Eyen in the longer run, with inflation fully 
anticipated, the beneficial effects of higher real incomes would 
offset the negative effect of a higher rate of inflation. Had 
nominal interest rates been permitted to increase as well, an 
even higher level of real saying might have been attained over 


the period. 
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CHAPTER V 
A MONETARIST APPROACH TO THE EGYPTIAN ECONOMY ~ 


The purpose of the present chapter is to examine the 
influence of the stock of money, and changes in the stock of money, 
on economic actiyity in Egypt. A major controversy in monetary 
theory during the past decade has been over the question of whether 
central bank determined changes in the quantity of money provide 
amore reliable policy instrument for stabilization and growth 
than do fiscal instruments. The two basic points at issue are, 
first, can the monetary authority control the size of the money 
stock with some degree of precision, and second, are changes in 
-.the stock of money followed quickly and predictably by changes in 
the same direction in total output? Those who answer these 
questions affirmatively haye been termed monetarists and those who 

disagree neo-Keynesians, 

There are several excellent reviews of the monetarist neo- 
Keynesian controversy. For a monetarist view of the issue, see Karl 
Brunner, "The Role of Money and Monetary Policy," Federal Reserve 
Bank of St, Louis, Review, 50 (July, 1968), pp. 3-25; David I. Fand, 
"Some Issues in Monetary Economics," Banca Nazionale del Lavoro, 
Review, 90 (September, 1969), pp, 215-47. David I. Fand, " A Monet- 
arist Model of the Monetary Process," Journal of Finance, 25 (May , 
1970), pp. 275-89; For a neo~Keynesian yiew, see Warren L, Smith, 
"On Some Current Issues in Monetary Economics; An Interpretation," 
Journal of Economic Literature, 8 (September, 1970), pp. 767-82; 
Richard L. Teigen, "A Critical Look at Monetarist Economics," 
Federal Reserye Bank of St. Louis, Review, 54 (January, 1972), pp. 


10-25; Yung Chui Park, "Some Current Issues in the Transmission 
Process of Monetary Policy," International Monetary Fund, Staff 
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The monetarist position may be briefly summarized as 
follows: statistical investigations of the demand for money show 
that velocity is relatively stable in the short run, and in parti- 
cular more stable than the Keynesian consumption function.* exont 
this it is argued that money is the primary determinant of changes 
in total spending. This hypothesis has been tested in the form of 
@ Single equation regressing first differences in nominal income on 
current and lagged first differences in the stock of money and 
government expenditures, using quarterly data for the United States.* 
Several different definitions of expenditures and of money were 
used. The results of the tests support the hypothesis, yielding Re 
coefficients ranging from .53 to .73 depending on which definitions 
were used. The coefficients on money were positive and significant 
over four quarters. On the other hand, those on the fiscal variable 
were positive for the first two quarters and negative for the last 
two, and in all four quarters were significantly different from 
zero. This approach turned out to have somewhat greater success in 


predicting the growth path of nominal income throughout the late 


Papers, 19 (March, 1972), pp. 1-45. In addition, an excellent set of 
brief papers on various aspects of the issues may be found in Federal 
Reserve Bank of Boston}; Controlling Monetary Aggregates, Proceedings 
of the Monetary Conference held June 8-10, 1969. Particularly use- 
ful are the papers of Warren L. Smith, A. H. Meltzer and James Tobin. 


SiseaNwa Friedman and David Meiselman, "The Relative Stability : 
of Monetary Velocity and the Investment Multiplier 1897-1958," Research 
Study Two, Stabilization Policies, United States Commission on Money 
-and Credit, Prentice-Hall, 1963. 


SHON ate C. Anderson and Jerry L. Jordan, "Monetary and Fiscal 
Actions: A Test of Their Relative Importance in Economic Stabilizat- 
ion," Federal Reserve Bank of St. Louis, Review, 50 (November, 1968), 
pp. 11-24. 
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nineteen sixties than did the various econometric models which 
emphasize fiscal instruments as the prime income determining variables. 
Later work by Sua found that essentially the same conclusions 
applied when tested on data over a much longer time period. 

The monetarist approach has been criticized on at least three 
grounds: methodological, theoretical, and empirical. Methodologi- 
cally, monetarists are said to be implicitly accepting the methodol- 
ogy of positive economics propounded by Friedman when they judge the 
usefulness of their approach solely by its accuracy in prediction. 
Johnson claims that this approach is not scientifically respectable; 
unfortunately he advances no reasons for his assertion.- It appears 
to rest, however, on the proposition hee those who follow such a 
methodology attempt to find empirical regularities which they 
either do not justify theoretically or at best justify ex post by 
vague and EN generalizations. A more scientifically accept- 
able approach is-to first develop an abstract, theoretical model 
which can then, perhaps, be empirically tested by progressively 
yelexsne certain of the assumptions. 

These methodological objections were well taken when saad 
to earlier monetarist writings, and in recent years a fairly sub- 


stantial proportion of the monetarist literature has been devoted 


Bre chee. W. Keran, "Monetary and Fiscal Influence on Economic 
Activity - The Historical Evidence," Federal Reserve Bank of St. 
Louis, Review, 51 (November, 1969), pp. 5-24. 


“Harry G. Johnson, "The Keynesian Revolution and the Monetarist 
Counter-revolution," American Economic Review, 61 (May, 1971), pp. 
12-13. 
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to developing its theoretical basis. Essentially, monetarists 

look at the economy from a Walrasian point of view. An increase 

in the nominal stock of money is assumed to cause an excess supply 
of real balances, implying excess demand in one or more of the 
markets for goods and services. As the community attempts to rid 
itself of its excess balances, nes in the goods and services 
market adjust upward until equilibrium is restored. The new equili- 
brium is characterized by higher nominal balances, a higher level 
of prices and the former level of real balances. 

This is essentially a quantity theory approach. The diff- 
erences between the classical quantity theory and the modern monet- 
arist version are found as much in he seus adbowter 
the state of the economy as in the quantity theory itself. Un- 
employed resources in the economy will cause any increase in the 
money supply to have its initial impact on output and only second- 


arily on prices. Thus, it is claimed, monetary policy becomes 


a powerful stabilization tool. Second, velocity is not assumed to be 
~ 


constant, as was generally the case with the classical quantity 
theory, but instead it is assumed to be a stable function of a small 
number of variables. One of these may be the rate of interest, 


although in practice most monetarists expect the interest elasticity 


See, for example, Milton Friedman, "A Theoretical Frame- 
work for Monetary Analysis," Journal of Political Economy, 78 
(March/April, 1970), pp. 193-238; Milton Friedman, "A Monetary 
Theory of Nominal Income," Journal of Political Economy, 79 
(March/April, 1971), pp. 323-27; David I. Fand, "A Monetarist 
Model of the Monetary Process," Journal of Finance, 25 (May, 1970), 
pp. 275-89. 
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of the demand for money to be very low. 

Empirically, the appropriateness of the reduced form equation 
has been queseienearh One of the conditions that must hold if the 
reduced form approach is to yie1a useful results is that the exogen- 
ous variables must be truly exogenous. In particular, it has been 
suggested that the size of the money stock is not exogenous, since 
it depends on the decisions of the public and of the banking system 
as well as on the central baht ~ Hence the high coefficients of 
determination may be spurious. Moreover, the equations used in 
the earlier work by Friedman and Meiselman turned out to be highly 
sensitive to the measure of autonomous expenditures ;> no criteria 
existofor nahn ieupaeiy separating autonomous from induced expend- 
itures. Nevertheless, the advantages of reduced form equations are 
considerable. Both the direct aia de aeee effects of a change in 

1pichard G. Davis, "The Role of the Money Supply in Business 
Cycles," Federal Reserve Bank of New York, Monthly Review, (April, 
1968), pp. 63-73; James Tobin, "Money and Income: Post Hoc Ergo 


Propter Hoc?",;the reply by M. Friedman, and Tobin's rejoinder, in 
Quarterly Journal of Economics, 84 (May, 1970), pp. 301-29. 


Str tiie de Leeuw and John Kalchrenner, " Monetary and Fiscal 
Actions: A Test of Their Relative Importance in Economic Stabil- 
ization - Comment," Federal Reserve Bank of St. Louis, Review, 51 
(April, 1969), pp. 6-11. For a response see Leonall C. Anderson, 
"Additional Empirical Evidence on the Reverse Causation Argument," 
Federal Reserve Bank of St. Louis, Review, 51 (August, 1969), pp. 
19-23. 


S Aipete Ando and Franco Modigliani, "Velocity and the Invest- 
ment Multiplier," and Michael DePrano. and Thamas Mayer, ."Autonom- 
ous Expenditures and Money ,"" and the ensuing discussion in American 
‘Economic Review, 55 (September, 1965), pp. 693-795. 


‘ Phen 


cha oe ot “yoke Ba S08 buen 


a iy! | yw | Sanat dal 

aay a) bag hott Ba 'Q Quer et pay ‘4g. aes oddebaqae AS ‘§ we € i lao lt 
, ’ s Lh ae ee oy, - 

oat th BLow Sotion gad Broly tbe ‘ats to SID ' SoC 
-tauoke oft dwht ef ecuineent fu 1 BE ore ‘ae a ‘oxonage mbit 
god oY tetysitess at ussitaeedte plained oid seit eotdatea 
qox6 dog kt sada vend ey" to sate. ait? sade bute 
reidaye aittaad oft to hae ofidag SAF to eeoetonh: od no abas 
. . m 4 — 2 ; ry¥ iS © ) » * mt : 7 Shr) ‘ = ee Sep 

to a@c@ecorr > ARIA Sty Soin » RC Lit roos aati mo 8s t 
eaves son had eng ou 5 hie noite at 


| / iy 
idgld oc of tye Beart nmattee Lem bab ta sabodit we tro vob 


" + f 
f Va » } iv < ‘ 
q is ‘g YT J rh . 


; ed ~~ 
TOIL TS OF "28 evar ay tomers 
= “ ne a re wy a ; 
—DAIBEKS PSO ronil 1. eld ray woe tH paid ters 


915 sueidengs eiOT Boouber To vonooreybes wae 4 88 
, ‘ ; aw i. 


ie ' re | ee a | : _imi joey i 
ot Syneato & To 2atoaTis Foorleag? ona’? stad ) od a 
y ’ , ay | ihe) 


et ee ee ae RN ce I eiitiimerinia sai ie acm 


flegn) ron ‘ya i? 
z 2 7: i Saw ¥ aren" 1 Thins. 
7 Par fe a" Tes phat Te ) to canes ed at wf (fat ie “9 


ae 4 COT gf Sain 7 


fmonet brs sxedoaow  « comme oad catot Bi qe fh 
~Lidade Simanogt ok Qoaes tege : svigalen Tien 16 dee? A 
, FZ pweevad .atiok 08 to leet eypsdor Eanebat, "dae 
~f0% ThoA oO Tis sos age senogast 6. ‘toot ql poe ae ote Pe | 
aaa acne MOLEBewAD pag ot nD. dpbebtw® Laake dott Bas 
3 isd cae) f eee ne, fled | 
Dy hp ee i ee i + Wer i bt, : 


~teeval att ita x 


126 


the exogenous variables are captured, and, if judged by the pre- 
dictive Aeeuraae of short term forecasts, more effectively than in 
the larger econometric ele 

Early monetarist work was carried out using data from the 
United States and other developed countries. In recent years, how- 
ever considerable work has been done on the demand for money in 
Ree eatnie eahaage The majority of these studies have concluded 
that the interest rate does not significantly enter the demand for 
money function. For example, Gujarti found that interest elasticit-—- 
ies varied from -.102 to -—.285 when long term rates were used, and 


from -.031 to +.046 when short term rates were used, depending on 


3 


the form of the function estimated. In all cases, the coefficients 


lkeran, "Monetary and Fiscal Influence on Economic Activity - 
The Historical Evidence," p. 8. 


eee for example, Hannan H. Ezekiel and Joseph O. Adekunle, 
"The Secular Behaviour of Income Velocity: An International Cross- 
Section Study," International Monetary Fund, Staff Papers, 16 (July, 
2969), po. 224-39. K. L. Gupta, "The Demand for Money in India: 
Further Evidence," Journal of Development Studies, 6 (January, 
1970), pp. 159-68; Yung Chul Park, "The Variability of Velocity: 
An International Comparison," International Monetary Fund, Staff 
Papers, 17 (November, 1970), pp. 620-37. See also Teh-Wei Hei, 
"Hyperinflation and the Dynamics of the Demand for Money in China 
1945-1949," Journal of Political Economy, 79 (January/February, 1971), 
pp. 186-95. S. Y. Lee, "Money, Quasi-Money and Income Velocity of 
Circulation in Malaya and Singapore 1947-1965," Economic Develop- 
ment and Cultural Change, 20 (January, 1971), pp. 287-312. Paul 
B. Trescott, "Demand for Money and Other Liquid Assets in Thailand 
1946-1967,"' Economic Development and Cultural Change, 21 (January, 


1972), pp. 260-79. 


| Seneaey Gujarti, "The Demand for Money in India," Journal 


of Development Studies, 5 (October, 1968), pp. 59-64. 
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were statistically insignificant. Similar results were obtained by 
Khetan and Waghmare in a more elaborate Hohe and by Trescott in 
his study of shattena. In a study of nine Asian countries Fan and 
Liu found that the coefficients on interest rates were insignificant 
Emeourhout. > On the other hand, Mammen found that the interest rate 
was significant in determining the demand for money in India when 
the demand for currency, demand deposits, and time deposits were 
estimated separately. The elasticities, however, were low, varying 
between -.0O7 and -.77. 

If, as is suggested by many of these studies, the demand 
for money is primarily determined by income, a monetarist model 
may be applicable to many of the developing countries, particularly 
if it can be peemmned that the size of the money stock can be closely 
controlled by the monetary authority. Although the appropriateness 
of such an assumption is very much in dispute at present, it is a 
reasonable one in the Egyptian context. The usual grounds for in- 
stability payedced in the literature involve the argument that the 
commercial banRing system may partially fustrate the intentions of 
the monetary authority by failing to adjust portfolios in response 


to central bank open market operations. This argument has less 


ise P. Khetan and R. R. Waghmare, "Monetary Adjustments in 
India," Indian Economic Journal, 18 (April/June, 1971), pp. 496-513. 


ep. B. Trescott, "Demand for Money and Other Liquid Assets in 
Thailand 1947-1965," p. 278. 


SThampy Mammen, "A Test of Friedman's Demand for Money with 
‘Indian Data," Indian Economic Journal, 17 ( April/June, 1970), 


pp. 494-99. 


tiienelewi ae Fan and Zeng Rung Liu, "Demand for Money in 
Asian Countries: Empirical Evidence," Indian Economic Journal, 18 
(April/June, 1971), pp. 474-81. 
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force in the case of Egypt, particularly since the nationalization 
and rationalization of the banking system was completed in 1961. 
Although the system continues to be one based on fractional mdse ae a 
the commercial banks have little discretionary power. They act as 
intermediaries between the monetary sector and the various sectors 
of the economy, and secondarily, as intermediaries between savers 
and investors, Bank portfolios are closely controlled; each of the 
ranks (wien the exception of the NBE) is responsible for financing 
@ specific sector of ne economy , and all banks are required to 
hold a minimum proportion of their assets in government bonds. 

The monetarist model developed by Leonall Andersen and 
Keith Carlson at the podern Reserve Bank of St. Louis has been 
fairly successful in predicting short run changes in American macro- 
economic nhs ple This model has the advantage of simplicity 
as well as the ability to forecast changes in both nominal and 
real GNP. It was therefore decided to apply the model to Egyptian 
data for the 1953 to 1967 period in order to test whether monetarist 
models are likely to be useful in the context of developing countries. 
As initially formulated, the model consisted of five equations and 


three identities: | 


(1) on Mend £1 (AM, 9 +++9 AM. > BE digi? Se. aa) 
(2) ai (Dyers Dyn APE ) 


lithe model is described in Leonall Andersen and Keith M. 
Carlson, "A Monetarist Model for Economic Stabilization," Federal 
Reserve Bank of St. Louis, Review, 52 (April, 1970), pp. 7-25. The 
results from using the model for forecasting are reported in Keith 
M. Carlson, " Projecting with the St. Louis Model: A Progress 
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The variables are defined 


AY = change in nominal GNP 

AM = change in the money supply 

AE = change in high employment government expenditure 
AP = change in the price level, scaled in dollar units 
ap™ = anticipated change in the price level 

D = demand pressure 

oe = potential output 

AX = ‘change in real GNP 

R = market interest rate 

G = GNP gap 

U = unemployment as a per cent of the labour force 


Chenecs over ne are in the form of cirat differences. Equat- 
ions 1 and 2 represent the essential aspects of the monetarist approach. 
Equation 1 relates changes in nominal GNP to changes in the money 
supply and changes in full employment government expenditures. 
Andersen-Carlson point out that such a formulation encompasses the 


Keynesian as well as the monetarist hypothesis, their empirical findings 


Report ,"" Federal Reserve Bank of St. Louis, Review, 54 (February ,1972), 


pp. 20-27, 
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show that the fiscal variable is not significant. Equation 2 makes 
the change in the price component of GNP a function of demand pressure 
and the change in price anticipations. Equation 3 is an identity, 
which provides an estimate of excess demand in period t by subtract- 
‘ing from that period's change in nominal GNP the difference between 
that period's full employment output and the preceding period's real 
output. The expression in brackets is a measure of the increase in 
real output which can occur without putting upward pressure on prices. 
Subtracting this from the change in nominal GNP gives excess demand 
in period t. Equation 4 is an identity dividing the change in nom- 
inal GNP between changes in real GNP and changes in the price com- 
ponent of GNP. Equation Baa cites interest rates as a function 
of the money supply, real output, the change in price level, and 
the change in price anticipations. Equation 6 specifies that the 
change in expected prices is a function of past price paces Un- 
employment is determined in Equation 7 as a function of the GNP gap, 
defined in Equation 8 as a proportion of full employment output 
in eine 

Andersen-Carlson present two alternative versions of equation 
2, the price equation, both versions avoid the direct use of antici- 


pated price changes. Equation 2a and eb are as follows: 


L 


Se 


= ter ets Xx ~ OR: 
(2a) AP, f(D See GAD mes ) 


t—n?’ 
(2b) NS alert hs AM, 4+++,4M, 4) 


The rational of both alternative equations lies in the fact that 
expected prices are unobservable and thus cannot be econometrically 


estimated. Anticipated price changes are replaced in equation 2a 
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with the long term interest rate and in equation 2b with past 
changes in the money stock. When either of these equations is used, 
equation 6 is eliminated. In their empirical work, Andersen-Carlson 
estimated all three versions, and found that the explanatory power 
of the three equations was approximately equal. 

In applying the model to the Egyptian experience, the lack 
of any data on unemployment precluded any attempt to use equations 
7 and 8 to predict changes in employment. A second difficulty was 
the lack of any official measure of potential output such as that 
of the United States Council of Economic Advisers which was used 
by Andersen-Carlson. The absence of any such series led to con- 
siderable experimentation before selecting an autonomous measure. 
What was finally done was to select the three year period 1953 to 
1955 as representing a period during which real output approximated 
the full employment level. These three years were characterized 
by steady growth in the real GNP while prices remained nearly con- 
stant. The average annual compound oneal of growth was calculated 
for these three years, and it was then used to generate a series 
through 1967 which would serve as a proxy for full employment real 
‘ output. 

Quarterly data on the money supply is now available for 
Egypt back to 1953; unfortunately, only annual data on GNP exists. 
The money supply series used was derived by averaging the quarterly 
data for each year to get a yearly figure for the average stock of 
money. Following Andersen-Carlson the conventional narrow definition 


of money was used, i. e., money is defined to consist of currency 
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outside the banks plus demand deposits. The consumer price index 
was used as the deflator and as a measure of the change in the price 
level. All equations were estimated by regressing first differences 
of the dependent variable against current and lagged values of the 
independent variables. The weights on the lagged variables were 
constrained to fall along an n degree polynominal according to 
Almon's We ban A difficulty with using Almon lags is the necessity 
of specifing ex ante the degree of the polynominal and the number 

of Papel One procedure to follow is to choose the degree of poly- 
nominal that minimizes the standard error of the equation, subject 
to the number of degrees of freedom available. In practice, a poly- 
nominal of degree two proved most suitable. The lags were chosen 
such that the number of periods lagged was increased until just 
before the coefficient on the lagged term became insignificant 

at the 95 per cent level. 

Equation 1 was estimated using alternatively government 
expenditures ne the budget surplus i deficit as the fiscal vari- 
able. Neither was significant; the effect of including either was 
to reduce the coefficients on the money supply, lower the Ro slightly, 
and lower the Durbin-Watson statistic considerably. Experimentation 


with dummy variables was carried out to try to improve the fit by 


Tithe technique was developed by Shirley Almon, " The Dis- 
tributed Lag between Capital Appropriations and Expenditures," 
Econometrica, 33 (January, 1965), pp. 178-96. For brief discussion 
of this and other distributed lags, see Jan Kmenta, Elements of 
Econometrics (New York: Collier-Macmillan, 1971), pp. 473-95. 


“kmenta, Elements of Econometrics, pp. 492-93. 
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taking account of the effects of the Suez War in 1956 and the 
nationalizations of 1960 to 1961, but the coefficients were not 
Significant. The fiscal variable was therefore dropped. The esti- 
mated equation then became: 


= 36.88 + 1.54 AM + 1.314M Constraint: : end degree 


GT oLuG-e (ateet) Bee Tal 
(t statistics are in parentheses) S.E.E. = 40.9 
Ds. Witter maecieOe 


Equation 2 was estimated in all three versions suggested by 
Andersen-Carlson. Only equation 2b produced satisfactory results. 
When anticipated prices were estimated by using as weights the co- 


efficients of interest rates regressed on changes in the price level 


(in equation 5; this is the procedure used by Andersen-Carlson), it 


vas found that these coefficients were low and insignificant. Apart 
from the legitimacy of using as weights coefficients which were not 
significant, it seems unlikely that interest rates, which are 
closely controlled, enter into expectations in the way suggested 
by the equation. | 

The price component equation as estimated 28% 


= 27.89 + UTD, +. 347D, a -266 4M, +. “rouat, ate 866AM, - 2 
G 837) (2. 94) (ang) ateay,). cha A880 Ta 93) 


Constraint: 2nd degree 
888 
R ° 

40.5 


S.E.E 
D.W. 2.07 


(t statistics are in parentheses) 


The results are interesting, in that the coefficient on money is 
negative, although not significant, in the current period, and that 
the coefficient is largest in period toon Extending the lag re- 


sulted in a positive but not significant coefficient for period t-3. 
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The intercept is not significant; however , when using the model in 
. Simulation it performed better when the intercept was retained in 
this equation. The fact that the price component reacts more 

quickly to demand pressure than to changes in the money supply may be 
because the authorities adjust prices primarily when demand pressures 
‘sae significant rather than in response to monetary pressure. In 
eenee words, in the Egyptian context changes in the money supply may 
not be a very good proxy for changes in anticipations, although the 
equation does appear to fit the data well. 

| Equation 1 enables one to predict the change in nominal GNP. 
following changes in the stock of money, and equation 2 permits the. 
prediction of changes in the price component of GNP. The change in real 
GNP can then be found using equation 4, since AP, is defined to be | 


t 


(P Pei ne and AX, as (X The cross-product term 


te tel t ete ny 
(P, oa Py) OG, ee 


Pea 


. “ was treated by Andersen-Carlson as if it were 


zero. When calculated for Egypt over the estimation period, at no > 


time aid se cross product oa so a ce ae of one per cent 
of that year's GNP, and in most years it was considerably lower. 
. Hence, following Andersen-Carlson, the term is dropped for simpli- 
. elty. 

In order to test the predictive capability of the model, 
it was used to estimate GNP, real GNP, and prices from 1956 through 
1957; ‘both ‘Levels abd annual percentage rates of change were cal- 
culated. One method of evaluating a model such as this is to use 
actual values of exogenous variables and to replace the lagged 


variables with their actual values in period t as each period 
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t +1 is estimated. Otherwise (since errors are compounded) fore- 
casts become increasingly unreliable as the length of the forecast 
period is increased, even if the model is structurally correct. This 
may be the best procedure to follow if the purpose of the model is 
simply to predict next period's income. However, if it is desired 
to use the model to simulate the effects of different policies at 
some time in the future, it is obviously impossible to update the 
lagged variables. Hence it is important; +o know how well the 
model tracks the economy. 

| The results of an ex post dynamic simulation* can be found 
in Tables 26 and aii saa in Charts 2, 3 and 4. Actual values for 
the money Lhe were used, and solution values Ceneve rain period t 
became inputs to the model in period t + 1, While the criteria for 
judging the adequacy of econometric models are not well defined ,° 
the model appears to fit the data reasonably well. Looking first 
at nominal GNP, when levels are predicted, the mean error is -32.07T, 
less than 2 per cent of average GNP and tess than’<01 iper cents of 
its variance. When the predicted annual rate of change is considered, 
the mean error is -.131. Referring to Chart 2, the model over- 
estimates the fall in the rate of growth in 1959 and predicts cas ae 


crease rather than a fall in 1961 and 1965. Bearing in mind that the 


tee en and Carlson, "A Monetarist Model for Economic 
Stabilization," p. 16. 


ays excellent review of evaluation methods for econometric 
‘models may be found in Phoebus J. Drymes, et al, "Criteria for 
Evaluation of Econometric Models," Annals of Economic and Social 
Measure, 1 (July, 1972), pp. 291-32. 
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model is estimating income over an eleven year period, the margin 
of error seems reasonable. 

In the case of the estimated series for bri GNP, if any- 
thing the model tracks the economy somewhat more closely than it 
does in predicting nominal GNP. All three error measures are 
lower than their counterparts for nominal GNP, and the mean error 
amounts to less than .40 per cent of average real income and less 
than .01 per cent of its variance. As Chart 3 shows, the model 
misses turning points only in 1962, when it falsely predicted a 
sharp fall in the rate of growth when in fact an increase occurred, 
and in 1963 when it predicted a rise when a fall actually occurred. 

With the time path of both nominal and real GNP tracked 
fairly closely, it is somewhat surprising that the rate of change 
in prices is not mirrored quite He: closely. The model falsely pre- 
| dicts a fall in both 1959 and 1960, and an increase in 1962 when 
in fact prices fell somewhat. Both errors are due to the oneal 


respectively over and underestimating the rate of change in real 


income in 1960 and 1962. Nevertheless, the mean error is relatively 


low. Moreover, the closeness of the estimate improved (as it did 
for real GNP) after 1964 when prices were permitted to vary more 
freely. 

The model was next used to simulate the effects of alter- 
native monetary policies. With the estimated series on GNP, real 


GNP, and prices serving as a "control" solution ,+ two alternative 


ay @ 
For brief discussions of simulation methods in econometric 
models, see L. R. Klein, "Econometric Analysis of the Tax Cut of 


1964," and Gary Fromm, "An Evaluation of Monetary Policy Instruments," 
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monetary policies were simulated. As was discussed in Chapter III, 
Egypt followed a rather tight monetary policy during the nineteen 
fifties. More specifically, the annual rate of increase in the 
money supply was under 5 per cent in every year except 1956, under 
2 per cent for five of the years, and in fact was negative * . 
in 1953. 

In order to determine whether this relatively low annual 
increase in money constrained the growth of real national income, 
a steady 6 per cent annual rate of growth in money was simulated. 
A ae aedy. 10 per cent annual rate of increase was also tried, in 
an attempt to discover whether a more rapid rate of inflation might 
increase real economic growth by affecting real saving and invest- 
ment. The results are set out in Table 28. The effects of the 6 
per cent rate are generally favourable. Nominal income is higher 
in each year until 1965, after which it fails to rise as rapidly 
as did actual income. Real GNP is higher in every year except 
1961 and 1964. The rate of price increase is very gradual after 
1959. Congest tt these results with those resulting from a 10 per 
cent annual increase in money, the net effect of the higher rate of 
increase is a much more rapid rate of inflation and a lower level of 
real GNP (except 1957 to 1959) than was the case with a 6 per cent 


in J. 5S. Duesenberry, et al, ed. The Brookings Model: Some Further 


Results (Chicago: Rand-McNally, (May, 1969), pp. 473-511. A 
simpler discussion may be found in F. de Leeuw and E. M. Gramlich, 
"The Channels of Monetary Policy," Federal Reserve Bulletin, 55 
-(June, 1969), and I. A. Stewart, " RDX2: Research Department's 
'Xperminetal' Model, Version 2," Bank of Canada, Review (April, 
1972), pp. 3-28. 
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annual rate of increase. Nevertheless, the results of the 10 per 
cent annual rate were somewhat better than those of the policy 
actually followed.- 

Although either of the simulated policies would appear to 
be superior to the one actually followed, it is by no means intended 
to suggest that a steady expansion of the money supply according 
to some rule would be an optimal policy to follow. On the contrary, 
to the extent that the model is capable of predicting the short and 
medium term growth path of income, the power of discretionary monetary 
policy should be enhanced. Nevertheless, the results of the simul- 
ations suggest that a less restrictive monetary policy in the early 
stages of the period together with a less expansionary policy after 
1964 would have led to a higher level of real income with a lower 
level of inflation. This implies that a higher rate of growth would 
not have been constrained by lack of capacity. if, re was demon- 
strated in Chapter IV, saying is relatively income elastic in Egypt, 
@ higher rate of growth would seem to have been possible during the 
late nineteen fifties. This implicity assumes, however, that the 
needed foreign exchange could be made available for capital imports. 
The transformation of a high rate of domestic savings into evperts 
in order to earn the foreign exchange necessary to maintain capital 


imports at a high level is a major problem for any country whose 


_ reese 


1 

Milton Friedman is the best known economist arguing for a 
steady income in the money supply. See, for example, his " The 
Role of Monetary Policy," American Economic Review, 58 (March, 1968), 


pp. 1-17. 
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export basket is as concentrated as is that of Egypt. Peet | 
policy during the late nineteen fifties would have had to concentrate 
largely on the machine tools industry _and on import Sige eR 

in the consumer goods industry. Moreover, measures would have had 
to be taken to restrict the capital outflow that Mead argues re- 
stricted investment severely during the period.* Indeed, compre- 
hensive planning would need to have been introduced as early as 
1957, rather than in 1961 as actually occurred. 

These comments highlight the fact that the advantages of 
highly simplified monetary models such as this are also their weak- 
ness. The reduced form model captures the direct and indirect 
effects of changes in the supply of money, but in doing so does not 
specify how these effects are transmitted to the economy. In essence 
it is assumed that other factors adjust, although possibly with a 
lag. This may be a particularly important problem in the case of 
an underdeveloped country in which the growth of the economy may 
be constrained - the failure of the capacity to import to grow 
commensurately. During most of the period for which this model 
was estimated, the capacity to invest was not seriously constrained 
by the lack of foreign resources. After 1961, however, Egypt could 
only maintain its level of investment by foreign borrowing. As 
its indebtness increases, a larger part of its foreign exchange 
earnings will be needed for debt servicing, making the maintenance 
of a high level of capital formation difficult given the high 


import content of the Egyptian investment programme. 


fead, Growth and Structural Change in the Egyptian Economy, 
pp. 203-0}, 
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Because of these considerations, it is quite possible that the 


the structural equations underlying the model would not hold for 
some later period than that for which they are specified.) This) isi, 
of course, true for any econometric model, but is particularly im- 
portant for one in which predictive power depends heavily on two 
equations. A larger, fully specified, econometric planning model 
of the Egyptian economy would be nee ere if, for example, one 
wished to capture the effect of changes in the capacity to import 
and the effect of these changes on the kind of capital formation 
undertaken. Nevertheless, the evidence presented here does 

suggest that relatively straightforward monetary models can be use- 
ful both for forecasting the growth path of nominal and real income, 


and for evaluating different monetary policies. 
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CHAPTER VI 
SUMMARY AND CONCLUSIONS 


This study has attempted, first, to trace the course of 
monetary policy in Egypt since the eda of World War II within the 
context of spreading governmental control of the economy and, 
second, to analyze from a monetarist point of view the extent to 
which monetary policy can affect economic growth in the short and 
medium term. 

The monetary policy followed during the first half of the 
nineteen fifties was conservative and rather passive. The money 
Supply was increased only at a very low annual rate, and no effort 
was made to direct the flow of credit within the Botti After 
the Suez War of 1956, the government began extending its influence 
throughout the economy and at the same time took greater control 
of the financial sector, beginning with the sequestration and 
' later nationalization of the British and French owned commercial 
banks. Regulations were later passed governing the composition of 
bank portfolios and applying selective ceilings on borrowing and 
lending rates. In 1961, the entire banking system was nationalized 
and consolidated; in 1963, each bank was made responsible for the 
financing of a specific sector of the econony. The Central Bank 
of Egypt, created in 1961 from the issue department of the National 


Bank of Egypt, was given wide powers over the commercial banks. By 
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1967, the commercial banking system no longer acted to independently 
allocate credit eee es the economy, but served only as mobilizer 
of loanable funds. 

In a developing country, it is essential that all the tools 
of government policy be brought to bear on the problems of economic 
growth. Monetary policy can influence growth in the short run by 
ensuring that the supply of finance is sufficient to enable the 
economy to operate at full capacity, and in the long run by acting 
SO as to maximize the rate of saving. Various savings functions 
fitted to Egyptian data showed that savings in Egypt were influenced . 
mainly by the level of income; neither interest rates nor the rate 
of change in the price level proved to be significant. Hence it 
was argued that the objective of monetary policy should be to 
maximize income in the short run even at the cost of some inflation. 
In this way, real savings would be maximized, given the aggregate 
propensity to save. Assuming that maximum savings can be product- 
ively invested, maximum long run growth should result. 

In Chapter VY the Andersen-Carlson monetarist model was 
tested and found to predict Egyptian nominal and real income over 
an eleven year period with a reasonably high degree of accuracy. 

Two alternative. monetary policies were simulated with the model, 
and it was found that a less restrictive policy during the nineteen 
fifties would have led to a higher level of real income. 

In conclusion, it should be emphasized that the approach to 
the analysis of saving is a narrow one, aimed only at assessing 


the effects of monetary actions on saving. Although the functions 


Yd cher drone axtd ai eorte opresel tc 
odd ites: oF grok Hee al somacnt to E | | 
ginitos yd ders anol ants at hots tana et te 9 
enoktous? agnivas etioriay attics Yo, ovat hati 
foormyhtak ote. tava te agrrivas ‘Seete ftvetn ated 
etst sdf nom essex deoxodat seditos. sero ‘to emt tt e a 
Fk sarah’ gga gate ot ot boven Soro. at : 

: ot od bivorts, gente On veandpanat 9 veut is 


solteftet sade "te: — > aft te ave | tie! re erry 
stenemes oft cavity .bosbabaaa 96 bivow 


~toshoxg od: 8% bts sont sais dyin 


enemas eg, ‘sarmas a iteeones 9 ite : D 
fetoe ose foie fasutumte oxen blog yo 


fit the data reasonably well, growing evidence for other developing 
countries indicates that such other factors as the inflow of foreign 
Capital have a Bes bees influence on saving. In addition, 
monetarist models are restricted in their scope in that while they 
may be capable of explaining changes in macro-economic variables 
they provide no explanation of sectoral changes. It seems likely 
that future research will be devoted ‘e integrating such models 
with more complex econometric work in order to capture some of 


these sectoral effects. 
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